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THE IMPACT OF MARKET VOLATILITY ON 
SECURITIES TRANSACTION FEES 


TUESDAY, JULY 27, 1999 

House of Representatives, 

Committee on Commerce, 

Subcommittee on Finance and Hazardous Materials, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10 a.m., in room 
2322 Rayburn House Office Building, Hon. Michael G. Oxley (chair- 
man) presiding. 

Members present: Representatives Oxley, Largent, Lazio, 
Shimkus, Fossella, Blunt, Towns, Engel, DeGette, Barrett, Luther, 
Pallone, and Rush. 

Staff present: Brian McCullough, professional staff; Robert 
Simison, legislative clerk; David Cavicke, majority counsel; Linda 
Rich, majority counsel; and Consuela Washington, minority coun- 
sel. 

Mr. Oxley. The subcommittee will come to order. The Chair will 
recognize himself for an opening statement. 

The Dow average has been closing near or above 11,000 points 
in recent weeks. When I became chairman of this subcommittee at 
the start of 1997, I remarked how unprecedented the sustained 
growth in the markets had been. At that time we thought it im- 
pressive that the Dow was approaching the 7,000 point barrier. 

Remarkably, the trend has continued. Every week a new IPO, a 
new Internet stock price going through the roof, and online trading, 
bringing the markets directly into the homes of individual inves- 
tors. These are all positive benefits of one of the strongest economic 
periods this country has ever enjoyed. Our robust markets have 
translated into more jobs, better services and better quality of life 
as they have kept our economic engine going. 

But with the good, we must also be prepared for the bad. There 
is the possibility of inflation and therefore the possibility of higher 
interest rates that could naturally follow this economic boom. 

Are there other potentially damaging effects of our recent good 
fortune that we can prevent? We know the capital markets have 
been good for investors, but could they be better, more efficient 
than they are today? 

Those are some of questions that will be discussed today. One 
such question has to do with the effect of the record-breaking per- 
formance of the securities markets on transaction fees. 

The impact that market volume has had on these fees has gone 
largely unnoticed outside of those who directly pay the bill. But it 
should not be overlooked. As more and more Americans rely on in- 

( 1 ) 
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vesting in the markets for retirement through work-sponsored re- 
tirement plans, IRAs and individual stocks, these fees are paid in- 
directly by the investor. With the growing importance of these sav- 
ings mechanisms, it is incumbent upon Congress to do everything 
possible to ensure that our markets are operating at maximum effi- 
ciency. 

In that regard, I am proud to say that this committee has contin- 
ued our commitment to improve our markets whenever possible. 
This subcommittee has produced several legislative efforts that will 
result in greater transparency in our markets, that will benefit in- 
vestors and market participants. 

The most relevant legislative efforts to today’s hearing is a new 
fee structure enacted into law in 1996 under the leadership of 
Chairman Bliley. The intention was to provide a more stable fund- 
ing structure for the SEC and reduce fees over time to reflect the 
cost of running the agency. At the time, total fee revenue collected 
was roughly $700 million, or more than double the cost of funding 
the SEC. Last year, fee revenue collected by the SEC was approxi- 
mately $1.7 billion, more than 5 times the cost of funding the SEC, 
which again raises the concern that these fees are an unnecessary 
tax on the investor. 

This hearing will focus on the current status of the application 
of securities transaction fees and their impact on capital formation, 
the efficiency of the markets, investor savings and any competitive 
disparity that may result from these fees. Our witnesses will share 
their views on how these fees impact their normal course of busi- 
ness and what the larger implications for our economy might be. 
With this information, we will be able to determine if this is an 
issue the Congress should reexamine. Should the Commerce Com- 
mittee decide to reexamine the fee structure, there are several leg- 
islative proposals which deal with this concern that we may wish 
to discuss. 

However, I would like to remind my colleagues and witnesses 
that this is an oversight hearing only. We will not be addressing 
any particular legislative proposal on this issue today. I welcome 
our witnesses and look forward to their views on this subject. 

[Additional statements submitted for the record follow:] 

Prepared Statement of Hon. John Shadegg, a Representative in Congress 
FROM THE State of Arizona 

Thank you Mr. Chairman. I am pleased the subcommittee is addressing today the 
collection of securities transaction fees and their impact on the nation’s equities 
markets. I share the concern held by Chairman Oxley and other members of this 
subpanel regarding the skyrocketing fee collections that have resulted from an un- 
precedented bull market over the last several years. I commend the Chairman for 
his leadership on this issue. 

Currently, several securities fees are charged for various activities associated with 
the equities markets. These fees are intended to compensate for the operations of 
the federal securities regulator, the Securities and Exchange Commission (SEC). 
The current budget for the SEC is roughly $340 million, annually. However, the pro- 
jected revenue for securities fees in FY1999 is $1.6 billion. 

Two of the more predominant securities fees are the Section 6(b) registration fee 
and the Section 31 transaction fee. The Section 6(b) registration fee is paid by cor- 
porations when they register new securities for sale to investors. The rate of this 
fee is $200 per $1 million in securities sold, or Vsoth of 1 percent. The Section 31 
transaction fee, collected on the sale of corporate stock on exchanges and the 
Nasdaq market, is currently at a rate of Vaooth of 1 percent. 
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In 1996, Congress passed the National Securities Markets Improvement Act 
which lowers the rate of these fees over 10 years. The Section 6(b) fee will decline 
to Visoth of 1 percent or $67 per $1 million in 2007. The Section 31 fee will be re- 
duced from Vaooth to Vsooth of 1 percent in 2007. However, even with these reduced 
fee rates, revenue from securities fees continues to increase, far outweighing the 
SEC’s annual budgetary needs to regulate the equities markets. 

These so-called “user fees” are, in fact, an unnecessary burdensome tax on Ameri- 
ca’s investors. I believe Congress must enact legislation to further reduce the rate 
of securities fees and put an end to this unfair teix on investors in the stock market. 
I look forward to hearing from the witnesses assembled today to testify before this 
subcommittee. In particular, I am interested to hear their thoughts on the concerns 
some experts have regarding the reduction in fees and a possible downturn in the 
market. Again, I thank the Chairman for bringing this issue before the subcommit- 
tee today and I yield back the balance of my time. 


Prepared Statement of Hon. Vito J. Fossella, a Representative in Congress 
FROM THE State of New York 

Thank you, Mr. Chairman. I want to start by thanking Chairman Oxley for sched- 
uling this important OVERSIGHT hearing. I know that the issue of SEC trans- 
action fees is one in which the Chairman has had a longstanding interest, and I 
commend him for his leadership on this and many other issues that are important 
to securities professionals and investors in my district and across the United States. 
I share the Chairman’s commitment to addressing the issue of excessive Section 31 
fees in a bipartisan, timely and meaningful fashion. 

I also want to thank the witnesses for appearing today. These folks and the indus- 
try they represent are an integral part of our economy — they provide the oil which 
makes it possible for our economic engine to continue running at peak efficiency. 
They help raise the capital necessary for businesses to invest in new jobs and equip- 
ment, and they are vital liquidity providers that help keep our secondary trading 
markets vibrant. 

As you will hear today, the government collected over $1.75 billion in SEC fees 
last year, which is over five times the SEC’s budget. The SEC performs a crucial 
function, admirably I might add — of protecting the integrity of the U.S. capital mar- 
kets, and helping them remain the deepest, most liquid and efficient in the world. 
Having said that, there is simply no public policy rationale to justify such an absurd 
amount of user fee collections. SEC fees have become a tax on capital formation and 
on securities trading. This teix disproportionately impacts areas such as my home, 
Staten Island, New York, which has one of the largest concentrations of securities 
professionals in the country. 

I have introduced legislation, H.R. 1256, that would address this issue, and I also 
want to thank Chairman Oxley for working with me and other interested Members 
of this Committee to shed some light on this growing problem. I also want to ac- 
knowledge the efforts of the lead Democrat on the bill. Bob Menendez of New Jer- 
sey, who has worked closely with me on this issue. 

I am pleased that my bill now has 53 cosponsors from both sides of the aisle, in- 
cluding conservatives, moderates and liberals — reflecting what I believe is the es- 
sentially nonpartisan, nonideological nature of this issue. I also want to thank my 
20 colleagues on this Committee who have joined as cosponsors of H.R. 1256. As 
Members may know, my legislation would cap the amount of SEC fees at levels clos- 
er to what was intended in 1996, when the various SEC fees were restructured. This 
legislation is similar in approach to a bill that was scored as revenue neutral by 
the CBO last year. 

I am pleased to note that SEC Chairman Arthur Levitt recently told this Sub- 
committee that he believes the most appropriate way to address this problem is 
through a flexible cap — which is exactly the type of approach embodied in my legis- 
lation. Nevertheless, I want to stress that while I feel that my legislation represents 
the best approach, as I have stated before, I would be fully supportive of any solu- 
tion that this Committee in its wisdom deems appropriate. 

Once again, I want to commend Chairman Oxley for holding this hearing, which 
I believe is an important step towards enactment of real Section 31 fee relief. I un- 
derstand that the Chairman is holding open the option of holding a separate LEGIS- 
LATIVE hearing at a later date, during which the Committee could explore the mer- 
its of specific proposals to address the Section 31 fee issue. I will await such an op- 
portunity to discuss the details of my proposal, but it is my hope that we will indeed 
be able to move forward towards a mark up of legislation to provide American inves- 
tors and securities professionals with much-needed relief from Section 31 fees. 
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Thank you, Mr. Chairman, and I look forward to the testimony of this excellent 
panel. 


Prepared Statement of Hon. Tom Bliley, Chairman, Committee on Commerce 

I would like to thank the Chairman of the Subcommittee for holding this over- 
sight hearing today. It is vital that this Committee maintain a close eye on all as- 
pects of our securities markets. As more Americans invest their hard earned dollars 
in the markets for retirement, we must ensure that the markets are as fair and effi- 
cient as possible. Concerns have been raised that the revenue generated by securi- 
ties transaction fees has increased so quickly that it does not correspond with those 
goals. Investors and businesses that rely on capital may actually be disadvantaged 
by excessive transaction fees. That is money that could be put to use elsewhere for 
more savings and investments. 

This is not the first time that this Committee has dealt with the fee structure. 
In 1996, Congress determined that the fee revenue generated by the securities mar- 
kets had grown to such a level that it was a teix on investors. Fees needed to be 
reduced to more closely reflect the SEC’s budget. It was also determined that the 
SEC should have a more sound funding structure. This accomplishes both goals. 
After difficult negotiations with the Senate and the Administration, we enacted 
changes to the fee structure as part of a larger securities markets reform legislation. 
The intention was to save investors money and eliminate the reliance on fee reve- 
nue to fund the SEC. Having spent many hours working on that legislation, I have 
a special interest in today’s hearing. 

In the 1996 Act, we applied transaction fees to NASDAQ traded stocks for the 
first time to eliminate any competitive advantages they had over exchange listed 
stocks. Removing competitive discrepancies is good public policy. Unfortunately, it 
was impossible to anticipate the explosive growth in the stock markets. Annual 
trading volume is reported to be up nearly 50 percent over the last 2 years from 
the 1996 level. The impact of this dramatic increase has contributed largely to the 
enormous level of total fee revenue being collected. 

At the time we were considering the legislation in 1996, fee revenue collected was 
double the cost of funding the SEC. There was a consensus that this was a problem 
worthy of Congressional action. Despite the intentions of that legislation, fee reve- 
nue being collected has increased dramatically. With last year’s total fee revenue 
of $1.7 billion collected — over 6 times the cost of funding the Commission — this 
Committee may want to consider reexamining this issue. 

The focus of the problem in 1996 was on the revenue being generated by increases 
to the fee rate for securities registrations. We heard the arguments, and agreed that 
it was a tax on capital formation. We provided significant relief in the legislation 
for registration fees. These changes will become more evident with each passing 
year as the rate continues to decline. 

Now, with transaction fees applied across the board to include NASDAQ traded 
stocks, the issue is somewhat different. Combined with the unprecedented level of 
market volume, the transaction fees are generating far more revenue than was ever 
contemplated. This raises serious public policy concerns when the laws we enact do 
not function in the manner we intended. 

Investors should not be paying more for a stock than its worth, nor should they 
be paying excess fees that could be invested. I look forward to learning how the 
transaction fees impact American investors, the quality of our markets, and our 
economy. If these fees do pose unnecessary burdens on our investors and capital 
markets, it may be an issue that we need to reexamine. 


Prepared Statement of Hon. Frank Pallone, a Representative in Congress 
FROM THE State of New Jersey 

Thank you. Chairman Oxley. I want to commend you and Ranking Member 
Towns for holding this important hearing on Section 31 fees. I know that this Com- 
mittee will carefully consider the facts regarding the current SEC fee structure and 
hopefully move to change the law to bring Section 31 fees in line with the needs 
of the Securities and Exchange Commission. I believe this is an issue of importance 
to all savers and investors. In the end, it is individual Americans who pay these 
fees. The payment of excessive fees directly reduces their hard-earned savings. 

Excess Section 31 fee collections also have a negative impact on financial firms 
located in New Jersey, many of whom are NASDAQ market makers. For many. Sec- 
tion 31 fee payments have become quite onerous, comprising a significant portion 
of their overhead. I note that today we will hear from Steve Nelson from Herzog 
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Heine Geduld, a New Jersey firm and Mr. Kearney’s group, the Securities Traders 
Association, which also has many members in the State of New Jersey. 

I have cosponsored H.R. 1256, the “Savings and Investment Relief Act of 1999,” 
a fee cap bill introduced by Reps. Fossella (R-NY) and Menendez (D-NJ) as well as 
H.R. 2441 “The Fairness and Securities Transaction Act” cosponsored by Rep Lazio 
(R-NY) and Towns (D-NY) which would lower the rate. Twenty-four members of this 
Committee have collectively cosponsored both bills. Clearly something needs to be 
done to correct this situation and I believe either approach, if properly structured, 
could meet our policy concerns. 

In closing, let me state that I strongly support full and ample funding for the 
SEC. The Agency does an admirable, professional job and should be given ample re- 
sources. However, the government should not continue to collect fees that are five 
times in excess of what is necessary to run the SEC. 

Mr. Oxley. Let me now turn to our panel and introduce the wit- 
nesses. Our first witness is Mr. William J. Brodsky, Chairman and 
CEO of the Chicago Board Options Exchange, who has heen here 
in the past; Mr. Andrew Cader, Senior Managing Director, Spear, 
Leeds & Kellogg of New York, on hehalf of the Specialist Associa- 
tion of the New York Stock Exchange; Mr. Steve Nelson, Vice 
President of Special Projects for Herzog Heine Geduld, on hehalf of 
the Securities Industry Association; and Mr. Art Kearney, Director 
of Equity Capital; and John G. IGnnard & Company from Min- 
neapolis, representing the Securities Traders Association. 

Welcome to all of you for appearing here today, and let us begin 
with Mr. Brodsky. 

STATEMENTS OF WILLIAM J. BRODSKY, CHAIRMAN AND CEO, 
CHICAGO BOARD OPTIONS EXCHANGE; ANDREW CADER, 
SENIOR MANAGING DIRECTOR, SPEAR, LEEDS & KELLOGG, 
ON BEHALF OF THE SPECIALIST ASSOCIATION OF THE NEW 
YORK STOCK EXCHANGE; STEP H EN J. NELSON, VICE PRESI- 
DENT OF SPECIAL PROJECTS, HERZOG HEINE GEDULD, ON 
BEHALF OF SECURITIES INDUSTRY ASSOCIATION; AND AR- 
THUR J. KEARNEY, DIRECTOR OF EQUITY CAPITAL, JOHN G. 
KINNARD & CO., ON BEHALF OF SECURITY TRADERS ASSO- 
CIATION, ACCOMPANIED BY LEE KORENS, PRESIDENT AND 
CEO, SECURITY TRADERS ASSOCIATION 

Mr. Brodsky. Thank you, Mr. Chairman. I will ask to have my 
testimony entered into the record. 

Mr. Oxley. Without objection, all of the members’ opening state- 
ments as well as the witness’ testimony will be made a part of the 
record. 

Mr. Brodsky. The Chicago Board Options Exchange is the 
world’s largest options exchange. We trade options on 1,300 stocks 
and over a dozen stock indexes, including the Standard & Poor’s 
500 Index, the NASDAQ 100 and the Dow Jones Industrial Aver- 
age. Our volume has been averaging almost a million contracts per 
day which accounts for 51 percent of all listed options volume in 
the U.S. On behalf of the CBOE, I commend you for holding this 
hearing on the transaction fees collected by the SEC. As an organi- 
zation whose products are subject to transaction fees, and who rep- 
resents market professionals who pay such fees, we have a strong 
interest in bringing the fees paid more into balance with the budg- 
et of the SEC. 

Fees have been imposed on listed securities transactions since 
the passage of the Securities Exchange Act of 1934 for the purpose 
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of funding the operations of the SEC, along with fees such as those 
for registering securities. The legislative history behind these fees 
does not show any intent by Congress to use them as a general rev- 
enue source, but rather evidences an intention to use the fees sole- 
ly to defray the costs of regulating the securities markets. 

The amount of fees now collected, however, greatly exceeds the 
SEC’s budget. We believe that fees revenues in excess of the SEC’s 
budget represents a tax on capital which penalizes investors and 
businesses and puts the U.S. Securities markets at a competitive 
disadvantage. As you observed earlier, the National Securities Im- 
provement Act of 1996, or NSMIA, restructured various fees with 
the intention of creating a predictable funding source of the SEC 
and reducing, over time, the fees collected by the SEC. This act 
was intended to bring the SEC fee collections more into line with 
the level of funds appropriated by Congress. This goal has been 
thwarted, however, because of the market averages greatly increas- 
ing to levels unforeseen in 1996, and trading volume has increased 
substantially since that time. As a result, these collections have in- 
creased significantly. 

I will not go through the numbers that you have already men- 
tioned, only to say that waiting until fiscal year 2007 for reductions 
will result in investors paying hundreds of millions of dollars and 
maybe billions of dollars more in fees than those needed to support 
the agency. 

What I want to talk about next is why I am here and why the 
options business is uniquely challenged in this area and where we 
are seeking your help. 

As the largest securities options exchange, we are particularly 
disadvantaged by the imposition of these fees which competitively 
injure us in a number of ways. First the transaction fees applies 
to stock index options traded on the CBOE that compete with stock 
index futures and options on stock index futures traded on U.S. Fu- 
tures exchanges, as well as off-exchange derivatives markets such 
as swaps and over-the-counter options. Stock index futures and op- 
tions on stock index futures and off-exchange derivatives are not 
subject to section 31 fees at all. 

This adds a competitive penalty for the use of exchange-traded 
securities such as stock index options and places these products at 
a substantial competitive disadvantage. Broad-based stock index 
options compete directly with these products on the futures ex- 
changes. They are used by the same customers and are employed 
for the same risk-shifting purposes. 

As part of the decision whether to use an option or a future for 
a particular strategy, a customer or trader will evaluate the costs 
of both products to determine which will be more effective. Because 
section 31 fees places the equivalent of a transaction tax on ex- 
change-traded securities such as stock index options but not on 
stock index futures or options on stock index futures, the fees can 
be a determining factor in the decision of which product to select. 

I implore Congress to remedy this disparity by eliminating sec- 
tion 31 fees for broad-based stock index options so that they can 
compete on a level playing field with economically equivalent prod- 
ucts. I think probably the best way to explain this, Mr. Chairman, 
is because of the legislative accord that goes back 17 years that is 
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called Shad-Johnson, what you have is a disparity where you have 
in the city of Chicago economically equivalent products trading in 
2 or 3 different exchanges. One is being taxed by Federal law, and 
the other is not. 

And my favorite example would be — take an airplane ticket. And 
if I said to my staff, you can fly American or United from Chicago 
to Washington, and one has a Federal tax of $18 and the other 
doesn’t, which plane will they use when you hold them to a stand- 
ard of fiduciary responsibility of getting the best price? And we 
have this anomaly that until now we really have not had a forum 
to bring to your attention. 

The second area is a complicated area that relates to the option 
business, and that relates to what we call spread strategies or 
other transactions that relate to multiple legs of a transaction. And 
the way that this tax was structured, when people used these strat- 
egies, they can be very expensive based upon the way that the tax 
applies. And what we are asking for in consideration by the com- 
mittee is that the committee look at the total transaction and not 
the individual legs of the transaction. 

I would be happy to go into this with you now or later or with 
your committee staff, but it is in my testimony. It is somewhat 
complex, but when this law was devised, options didn’t exist. Op- 
tion strategies didn’t exist, and the tax on option strategies has cre- 
ated some very anticompetitive results which I don’t think that the 
committee intends. And I am happy to go through it now but it is 
in my testimony. 

In conclusion, I would say that aside from the relief that I re- 
quested, the stock index options and the spread transactions, we 
also favor an acceleration in the timetable approved by Congress 
in 1996 for reducing section 31 transaction fees. A stepped-up time- 
table to reduce the fees as soon as possible is justified by the unan- 
ticipated increase in market activity which has resulted in signifi- 
cant overfunding. The reduction would benefit all market partici- 
pants, including individual investors, pension funds, mutual funds, 
and market professionals who provide customers with on-demand 
liquidity and maintain orderly markets. 

Consequently, we support the legislation such as H.R. 4269, in- 
troduced last year, and recently introduced H.R. 2441, which would 
reduce fees on securities transactions while maintaining the full 
funding of the SEC. 

I want to make very clear that we have no desire to do anything 
that would limit or in any way threaten the underpinning of the 
SEC’s funding, but obviously the numbers have become so compel- 
ling that there is an opportunity to reduce the fees. 

We are also aware that the introduction of H.R. 1256, which 
would cap the transaction fee once a stated amount of revenue has 
been collected in any given year — while we generally favor any- 
thing that would reduce the burden of what we believe is an unfair 
and unnecessary tax on investors, we believe that reducing the per- 
centage rate at which the fee is imposed on all investors is a more 
equitable and easier-to-administer solution to the problem than 
making the fee apply at its existing rate to certain investors while 
making it not apply to others. 
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We also believe that a reduction in fees is more consistent with 
the approach taken in NSMIA. NSMIA provided that the trans- 
action fee was reduced from Vsoo of 1 percent to Vsoo of 1 percent 
in fiscal year 2007. While the act was intended to bring SEC collec- 
tions more in line with the level of SEC funding appropriated by 
Congress, the gradual percentage reduction has not been swift 
enough to prevent transaction fees from greatly exceeding the lev- 
els envisioned during the consideration of that act. Consequently, 
an accelerated reduction in the percentage of fees is needed at this 
time. 

Mr. Chairman, we commend you and the committee for your rec- 
ognition of this problem and look forward to working with you to 
solve it. Thank you for giving me the opportunity to present the 
views of the Chicago Board Options Exchange and particularly how 
the impositions of section 31 fees hurts the options markets. Thank 
you very much. 

[The prepared statement of William J. Brodsky follows:] 

Prepared Statement of William J. Brodsky, Chairman and Chief Executive 
Officer, Chicago Board Options Exchange 

I am William J. Brodsky, Chairman and Chief Executive Officer of the Chicago 
Board Options Exchange (“CBOE”). I would like to present CBOE’s views on the 
transaction fees imposed by Section 3 1 of the Securities Exchange Act of 1934. 

The CBOE is the largest options exchange in the world. We trade options on 1,300 
stocks and over a dozen stock indexes such as the Standard & Poor’s 500 Index, 
the Nasdaq 100 Index, and the Dow Jones Industrial Average. Our volume averages 
over 900,000 contracts per day, which accounts for 51% of all the listed options vol- 
ume traded on U.S. securities exchanges. On behalf of the CBOE, I commend you 
for holding a hearing on transaction fees collected by the Securities and Exchange 
Commission. As an organization whose products are subject to transaction fees, and 
who represents the market professionals who pay such fees, we have a strong inter- 
est in bringing the fees paid more into balance with the budget of the SEC. 

Fees have been imposed on listed securities transactions since the passage of the 
Securities Exchange Act of 1934 for the purpose of funding the operations of the 
SEC, along with other fees such as those for registering securities. The legislative 
history behind these fees does not show any intent by Congress to use them as a 
general revenue source, but rather evidences an intention to use the fees solely to 
defray the costs of regulating the securities markets. The amount of fees now col- 
lected, however, greatly exceeds the SEC’s appropriated budget. We believe that fee 
revenues in excess of the SEC’s budget represent a tax on capital which penalizes 
investors and businesses and puts the U.S. securities markets at a competitive dis- 
advantage. 

The National Securities Markets Improvement Act of 1996 (NSMIA) restructured 
various SEC fees with the intention of creating a predictable funding source for the 
SEC and reducing, over time, the fees collected by the SEC. NSMiA was intended 
to bring SEC fee collections more in line with the level of funding appropriated by 
Congress. This goal has been thwarted, however, because market averages have 
greatly increased to levels unforeseen in 1996, and trading volume has increased 
substantially since that time. As a result, actual collections of transaction fees are 
significantly exceeding the levels projected during consideration of NSMIA, and they 
are projected to do so into the future. The revenue generated by Section 31 trans- 
action fees alone in fiscal year 1998 was $476 million, which exceeded the SEC’s 
entire appropriated budget of $315 million by $161 million. In fiscal year 1999, total 
SEC fee collections are expected to exceed $1.6 billion, more than four times the 
Commission’s appropriated funding of $337 million. We strongly support adequate 
funding for the SEC, whose regulatory program contributes to the strength and in- 
tegrity of U.S. securities markets, and would not want legislation to result in a re- 
duction of SEC appropriations. On the other hand, the transaction fee has greatly 
exceeded revenue expectations since the passage of NSMIA two years ago. The ex- 
cess amount represents a hidden tax on all investors. Waiting until fiscal year 2007 
for a reduction in the transaction fees will result in investors paying hundreds of 
millions of dollars in fees over and above those needed to support the cost of regula- 
tion. 
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As the largest securities options exchange in the world, we are particularly dis- 
advantaged by the imposition of transaction fees, which competitively injure us in 
a number of ways. First, the transaction fee applies to stock index options traded 
on the CBOE that compete with stock index futures and options on stock index fu- 
tures traded on U.S. contract markets as well as with off-exchange derivatives such 
as swaps and over-the-counter options. Stock-index futures, options on stock index 
futures, and off-exchange derivatives are not subject to Section 31 fees. This adds 
a competitive penalty to the use of exchange-traded securities such as stock index 
options and places stock index options at a substantial competitive disadvantage. 
Broad-based stock index options compete directly with stock index futures and op- 
tions on stock index futures. They are used by the same customers and are em- 
ployed for the same risk shifting purposes. As part of the decision whether to use 
an option or a future for a particular strategy, a customer or trader will evaluate 
the costs of both products to determine which will be more cost-effective. Because 
Section 31 fees place the equivalent of a transaction teix on exchange-traded securi- 
ties such as stock index options but not on stock index futures or options on stock 
index futures, the fees can be a determining factor in the decision of which product 
to select. I implore Congress to remedy this disparity by eliminating Section 31 fees 
for broad-based stock index options so that they can compete on a level pla 3 dng field 
with economically equivalent products. 

Second, options traders often use multi-part strategies such as spreads and strad- 
dles that involve multiple transactions as part of a single trade. Each part of the 
trade is subject to Section 31 fees, which, when combined, adds a significant cost 
to these strategies. Eor example, a so-called box spread involves four simultaneous 
trades as part of a single transaction. Each of the four trades is charged a Section 
31 fee. In the case of many box spreads, the impact of the transaction fee is com- 
pounded by the fact that, although the spread as a whole represents a market-neu- 
tral position used by market makers as a financing technique, it is often the case 
that two parts of the spread represent deep-in-the-money, high premium trades. 
This can cause the transaction fee, which is based on the premium paid on the sell 
sides, to be disproportionately high. This can act as a huge disincentive for market 
makers to engage in these trades, thereby depriving the market of added liquidity. 
I urge Congress to examine whether there are ways to reduce the special burden 
that transaction fees place on box spreads. Eor example, the fee could be calculated 
on the basis of the average price of all the parts of tbe spread, which would reduce 
the overall amount of the transaction fee for the strategy. We are ready to work 
with you to find a way to ensure that multi-part trades such as box spreads are 
not subject to a special, compounding cost from Section 31 fees. 

In these and many other ways. Section 31 fees act as an expensive surcharge on 
securities options. Our options markets are the best in the world, offering both retail 
and institutional investors an opportunity to reduce or transfer risk in an efficient 
manner. With international competition from overseas derivatives markets and 
growing competition domestically from new options markets and over-the-counter 
derivatives, however, it is increasingly difficult to compete because of the loadstone 
of transaction fees on our products. 

Aside from the relief I have requested for stock index options and box spreads, 
we also favor an acceleration of the timetable approved by Congress in 1996 for re- 
ducing the Section 31 transaction fee. A stepped-up timetable to reduce fees as soon 
as possible is justified by the unanticipated increase in market activity which has 
resulted in significant overfunding from fee collections. The reduction would benefit 
all market participants, including individual investors, pension funds, mutual fund 
investors, and the market professionals who provide customers with on-demand li- 
quidity and maintain orderly markets. Consequently, we support legislation such as 
H.R. 4269, introduced last year, and the recently introduced H.R.2441, which would 
reduce fees on securities transactions while maintaining the full funding of the SEC. 

We also are aware of the introduction of H.R. 1256, which would cap the trans- 
action fee once a stated amount of revenue has been collected in any given year. 
While we generally favor anything that would reduce the burden of what we believe 
is an unfair and unnecessary tax on investors, we believe that reducing the percent- 
age rate at which the fee is imposed on all investors is a more equitable and easier 
to administer solution to the problem than making the fee apply at its existing rate 
to certain investors, while making it not apply at all to others. 

We also believe that a reduction in fees is more consistent with the approach 
taken in NSMIA. NSMIA provided that the transaction fee would be reduced from 
Vaoo of one percent to Vsoo of one percent in fiscal year 2007. While NSMIA was 
intended to bring SEC fee collections more in line with the level of SEC funding 
appropriated by Congress, the gradual percentage reduction has not been swift 
enough to prevent transaction fees from greatly exceeding the levels envisioned dur- 
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ing consideration of NSMIA. Consequently, an accelerated reduction in the percent- 
age of the fees is needed. 

We commend your recognition of this problem and look forward to working with 
you to resolve the problem. Thank you for giving me the opportunity to present the 
views of the CBOE and, particularly, how the imposition of Section 31 fees hurts 
the U.S. options markets. 

Mr. Oxley. Thank you, Mr. Brodsky. 

Mr. Cader. 


STATEMENT OF ANDREW CADER 

Mr. Cader. Thank you, Chairman Oxley and members of this 
suhcommittee. I am Andrew Cader, I am Vice President and Mem- 
ber of the Board of Directors of the Specialist Association of the 
New York Stock Exchange. I am pleased to appear before you to 
present the Association’s views concerning the transaction fees im- 
posed by section 31. By way of further background, I am also the 
Senior Managing Director of Spear, Leeds & Kellogg, the largest 
specialist operation on the New York Stock Exchange and the 
American Stock Exchange. Spear, Leeds also maintains a signifi- 
cant presence as an over-the-counter market maker, and clears 
trades for a number of smaller specialists and market makers who 
are particularly adversely impacted by section 31 fees. 

We are also ourselves members of and clear for many members 
of the CBOE. I sit on the board of directors of the SIA, who Steve 
Nelson is representing, and our over-the-counter group is in fact in 
the same business as Herzog Heine Geduld and we are members 
of the STA as well. So I think we have a broad experience with all 
of the liquidity providers who are impacted by this. As you may 
suspect, I have strong views on the topic. 

The Specialist Association is comprised of 27 broker-dealer firms 
which include all of the individual specialists of the New York 
Stock Exchange. Our specialists are at the heart of the auction 
market of the world’s most active stock exchange. The New York 
Stock Exchange’s auction trading marketplace is the mechanism 
through which the prices of stock listed on the exchange are discov- 
ered and liquidity is provided to buyers and sellers. We supply li- 
quidity when necessary to the proper operation of the market, act- 
ing as buyer or seller in the absence of public demand to buy or 
sell in our respective specialty stocks. We coordinate orderly trad- 
ing in those stocks. 

Over 169 billion shares of stock were traded on the exchange in 
1998 in over 135 million transactions. Specialists participated as 
principal, buying or selling for their own accounts in 12.5 percent 
of those transactions, paying in excess of $30 million in section 31 
fees last year, an amount we expect to increase to in excess of $40 
million this year. A total of $242 million was paid in section 31 fees 
in 1998 on New York Stock Exchange transactions by all stock ex- 
change member firms and their customers. 

Beginning the 1930’s, the Federal Government through the SEC 
has collected fees in respect to sales securities registered under the 
Securities Act of 1933, the section 6(b) fees, and, in respect to the 
sales effected in the trading markets subject to regulation under 
the exchange act, section 31 fees. Although these fees were con- 
ceived as user fees to defray the costs of Federal securities regula- 
tion, the amounts collected have exceeded the cost of running the 
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SEC ever since 1983. As will be discussed momentarily, those col- 
lected amounts now surpass the SEC’s budget by a factor of greater 
than 5. 

In short, the section 6(b) and section 31 fees have become a gen- 
eral tax on capital raising. Moreover, as I will discuss in a moment, 
section 31 fees represent a tax imposed at a particularly inoppor- 
tune time in the life cycle of a specialist’s or market maker’s capital 
and its deployment in the marketplace. 

Before going further, please let there be no misunderstanding. 
We support continued full funding for the SEC, an agency that has 
overseen our constantly growing, remarkably fair and efficient 
markets, that raise new capital and serve the public investor, con- 
tributing to our worldwide reputation for fairness and integrity. 
What we object to is misuse of the financing mechanism designed 
to compensate the government for providing that funding — the sec- 
tion 31 fees, through overcollection of the fee and application of the 
proceeds to completely unrelated objectives. 

When congressional appropriators began to increase the section 
6(b) fees annually in 1990, various Members of Congress recognized 
that the fee increases amounted, in reality, to a new tax because 
the amounts collected so significantly exceeded the SEC’s annual 
budget. In 1993, the House responded by unanimously passing a 
bill that, after fiscal 1998, would have required the SEC to set and 
collect fees for the exclusive purpose of recovering for the govern- 
ment the cost of funding the SEC’s regulatory activities. No further 
action was taken on that bill. 

A similar effort was made by both Chambers of Congress in 
1996, in the National Securities Markets Improvements Act, to 
compel a slowdown and finally a reduction in the amounts of sec- 
tion 6(b) and 31 fees collected. The basic idea of limiting the section 
31 fee to the cost of funding the SEC, however, has proven to be 
very elusive. 

In fiscal 1997, the SEC’s collections from 6(b) and 31 fees and all 
other sources grew to $990 million, significantly more than 3 times 
the agency’s budget of $305 million. To bring transaction fees back 
into line with the cost of running the SEC, a bipartisan bill was 
introduced in the House in 1998 to cap section 31 fees. Another bill 
was introduced in the House in that year that would have cut the 
section 31 fee in half rather than capping it. These initiatives were 
cosponsored by over 60 House members, and one or the other was 
endorsed by, among many others, the STA, the Chicago and Pacific 
Stock Exchanges, the Securities Industry Association, the NASD, 
the Profit Sharing/40 1(K) Council, Americans for Tax Reform, the 
National Taxpayers Union, Citizens for a Sound Economy, the U.S. 
Chamber of Commerce, as well as the New York Stock Exchange 
and our Association. Neither bill was voted upon. 

More recently, two new bipartisan bills have been introduced in 
the House to remedy the section 31 fee: H.R. 2441 and 1256 intro- 
duced by Representatives Lazio and Towns and Representatives 
Fossella and Menendez respectively. Each have garnered more 
than 30 cosponsors. In fiscal 1998, the SEC’s fee collections mush- 
roomed to an astounding $1.78 billion. That is, the SEC’s fee collec- 
tions amounted to 5V2 times its $322 million budget. 
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Our colleagues of the Security Traders Association have laid out 
in detail in their written testimony to the subcommittee the history 
of how the section 31 fee has been transformed from an SEC fund- 
ing mechanism into a general tax and the efforts of Members of the 
House and the Senate over the last decade to return the section 31 
fees to its original purpose. We wish to associate ourselves with the 
STA’s recitation of that history and see no need to repeat or elabo- 
rate upon it. 

As things stand, the section 31 fee cannot be viewed as anything 
but a tax on the sale of securities, a purpose for which it was never 
intended. That tax, although levied in relatively small increments, 
is creating a near billion dollar drag on the capital markets. That 
drag on our markets represents a cost paid by all investors, includ- 
ing the huge number of individually small participants in mutual 
funds, pension plans, and other forms of retirement accounts. 

Moreover the section 31 tax is imposed at a particularly inoppor- 
tune time in terms of its ultimate effect on market liquidity. 
Unencumbered by section 31 fees, revenue generated by specialists 
and market makers and other liquidity providers in securities 
transactions would in many cases be put to its normal use and le- 
veraged in a manner allowing those market professionals to pro- 
vide liquidity to the market in a multiple exceeding many times the 
absolute amount of the revenue itself. Thus, investors and the mar- 
ket in general lose more than simply the amount of the section 21 
fees themselves in terms of sacrificed market liquidity. 

We would also be wise to remember that we have had the benefit 
of a thriving and competitive bull market for an unprecedented 
number of years, as the chairman mentioned in his opening re- 
marks. During such times, the impact of measures placing inappro- 
priate burdens on capital formation and market activity can be 
softened or blunted. As is often the case with respect to ill-advised 
policy, it is only when market conditions eventually decline and li- 
quidity becomes more scarce that the full brunt of a cloaked tax, 
such as the current section 31 fees, will be felt by us all. This will 
be particularly true to the extent that market prices might stag- 
nate or decline, but today’s record volume levels remain the norm. 

In conclusion, general tax revenue is the objective of other laws, 
not the exchange act. Congressional action to restore the unin- 
tended tax now represented by the section 31 fee to its original 
purpose — to fund the operations of the SEC and not for any other 
type of Federal expenditure, is long overdue. 

We applaud your inquiry into this matter and hope for a solution 
in the near term. We would support any realistic method of achiev- 
ing the objective of bringing the revenue collected from the section 
31 fee back into line with the SEC’s annual budget. 

The Association is thankful for the opportunity to express our 
views on the section 31 fee. Thank you, Mr. Chairman. I would be 
pleased to respond to any questions you or your staff have now or 
later. 

[The prepared statement of Andrew Cader follows:] 

Prepared Statement of Andrew Cader, Vice President, The Specialist 
Association of the New York Stock Exchange 

Chairman Oxley, Members of the Subcommittee, good morning. I am Andrew 
Cader, Vice President and member of the Board of Directors of The Specialist Asso- 
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elation of the New York Stock Exchange. I am pleased to appear before you to 
present the Association’s views concerning the transaction fees imposed by Section 
31 of the Securities Exchange Act of 1934. By way of further background, I also am 
a Senior Managing Director of Spear, Leeds & Kellogg, the largest specialist oper- 
ation on the New York Stock Exchange and American Stock Exchange. Spear Leeds 
also maintains a significant presence in the over-the-counter market, and clears 
trades for a number of smaller specialists and market makers who are particularly 
adversely impacted by Section 31 fees. Therefore, as you might suspect, I have 
strong views on today’s topic. 

The Specialist Association is comprised of 27 broker-dealer firms which include 
all of the individual specialists of the New York Stock Exchange. Our specialists are 
at the heart of the auction market of the world’s most active stock exchange. The 
Exchange’s auction trading marketplace is the mechanism through which the prices 
of stocks listed on the Exchange are “discovered” and liquidity is provided to buyers 
and sellers. We supply liquidity when necessary to the proper operation of the mar- 
ket, acting as buyer or seller in the absence of public demand to buy or sell in our 
respective specialty stocks. We coordinate orderly trading in those stocks. Over 169 
billion shares of stock were traded on the Exchange in 1998 in over 135 million 
transactions. Specialists participated as principal, selling for their own accounts, in 
12.6% of those transactions, paying in excess of $30 million in Section 31 fees last 
year (an amount we expect to increase to in excess of $40 million this year). A total 
of $242.6 million was paid in Section 31 fees in 1998 on NYSE transactions by all 
NYSE member firms and their customers. 

Beginning in the 1930s, the federal government, through the Securities and Ex- 
change Commission, has collected fees in respect to the sales of securities registered 
under the Securities Act of 1933 (“Section 6(b) fees”) and in respect to the sales ef- 
fected in the trading markets subject to regulation under the Exchange Act (“Section 
31 fees”). Although these fees were conceived as user fees to defray the costs of fed- 
eral securities regulation, the amounts collected have exceeded the cost of running 
the SEC ever since 1983. As discussed below, those collected amounts now surpass 
the SEC’s budget by a factor of five. In short, the Section 6(b) and Section 31 fees 
have become a general tax on capital raising. Moreover, as I will discuss in a mo- 
ment, Section 31 fees represent a tax imposed at a particularly inopportune time 
in the life cycle of a specialist’s or market maker’s capital. 

Before going further, please let there be no misunderstanding. We support contin- 
ued full funding for the Securities and Exchange Commission, an agency that has 
overseen our constantly growing, remarkably fair and efficient markets that raise 
new capital and serve the public investor, contributing to our worldwide reputation 
for fairness and integrity. What we object to is misuse of the financing mechanism 
designed to compensate the government for providing that funding — the Section 31 
fee — through over-collection of the fee and application of the proceeds to completely 
unrelated objectives. 

When Congressional appropriators began to increase the Section 6(b) registration 
fees annually in 1990, various members of Congress recognized that the fee in- 
creases amounted, in reality, to a new teix because the amounts collected so signifi- 
cantly exceeded the SEC’s annual budget. In 1993, the House responded by unani- 
mously passing a bill that, after fiscal 1998, would have required the SEC to set 
and collect fees for the exclusive purpose of recovering for the government the cost 
of funding the SEC’s regulatory activities. No further action was taken on that bill. 
A similar effort was made by both chambers of Congress in 1996 in the National 
Securities Markets Improvements Act, to compel a slow-down and, finally, a reduc- 
tion in the amounts of Section 6(b) and 31 fees collected. The basic idea of limiting 
the Section 31 fee to the cost of funding the SEC, however, has proven to be very 
elusive. 

In fiscal 1997, the SEC’s collections from Section 6(b) and 31 fees (and all other 
sources) grew to $990 million, significantly more than three times the agency’s 
budget of $305 million. To bring transaction fees back into line with the cost of run- 
ning the SEC, a bipartisan bill was introduced in the House in 1998 to cap Section 
31 fees. Another bill was introduced in the House in that year that would have cut 
the Section 31 fee in half rather than capping it. These initiatives were cosponsored 
by over 60 House members and one or the other was endorsed by, among many oth- 
ers, the Security Traders Association, the Chicago and Pacific Stock Exchanges, the 
Securities Industry Association, the NASD, the Profit Sharing/40 l(k) Council, Amer- 
icans for Tax Reform, the National Taxpayers’ Union, Citizens for a Sound Econ- 
omy, the U.S. Chamber of Commerce, as well as the New York Stock Exchange and 
our Association. Neither bill was voted upon. More recently, two new bipartisan bills 
have been introduced in the House to remedy the Section 31 fee problem. H.R. 2441 
and 1256, introduced by Representatives Lazio (R-NY) and Towns (D-NY), and Rep- 
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resentatives Fossella (R-NY) and Menendez (D-NJ), respectively, each have gar- 
nered more than 30 cosponsors. 

In fiscal 1998, the SEC’s fee collections mushroomed to an astounding $1.78 bil- 
lion. That is, the SEC’s fee collections amounted to five and one-half times its $322 
million budget. 

Our colleagues of the Security Traders Association have laid out in detail in their 
written testimony to the Subcommittee the history of how the Section 31 fee has 
been transformed from an SEC funding mechanism into a general tax and the ef- 
forts of members of the House and Senate over the last decade to return the Section 
31 fee to its original purpose. We wish to associate ourselves with the STA’s recita- 
tion of that history and see no need to repeat or elaborate upon it. 

As things stand, the Section 31 fee cannot be viewed as anything but a tax on 
the sale of securities, a purpose for which it was never intended. That tax, although 
levied in relatively small increments, is creating a near billion-dollar drag on the 
capital markets. That drag on our markets represents a cost paid by all investors, 
including the huge number of individually small participants in mutual funds, pen- 
sion plans, and other forms of retirement accounts. 

Moreover, the Section 31 “tax” is imposed at a particularly inopportune time in 
terms of its ultimate effect on market liquidity. Unencumbered by Section 31 fees, 
revenue generated by specialists and market makers in securities transactions 
would, in many cases, be put to its normal use and leveraged in a manner allowing 
these market professionals to provide liquidity to the market in a multiple exceeding 
the absolute amount of the revenue itself. Thus, investors and the market in general 
lose more than the simply the amount of the Section 31 fees themselves in terms 
of sacrificed market liquidity. 

We would also be wise to remember that we have had the benefit of a thriving 
and competitive bull market for an unprecedented number of years. During such 
times, the impact of measures placing inappropriate burdens on capital formation 
and market activity can be softened or blunted. As is often the case with respect 
to ill-advised policy, it is only when market conditions eventually decline and liquid- 
ity becomes more scarce that the full brunt of a cloaked tax such as the current 
Section 31 fees will felt by us all. This will be particularly true to the extent that 
market prices stagnate or decline, but today’s record volume levels remain the norm. 

In conclusion, general tax revenue is the objective of other laws, not the Exchange 
Act. Congressional action to restore the unintended tax now represented by the Sec- 
tion 31 fee to its original purpose — to fund the operations of the SEC, and not for 
any other type of federal expenditure — is long overdue. We applaud your inquiry 
into this matter and hope for a solution in the near term. We would support any 
realistic method of achieving the objective of bringing the revenue collected from the 
Section 31 fee back into line with the SEC’s annual budget. 

The Association is thankful for this opportunity to express its views on the Sec- 
tion 31 fee. Thank you, Mr. Chairman. 

I would be pleased to respond to any questions you, other Representatives, or your 
staff may have. 

Mr. Oxley. Thank you, Mr. Cader. 

Mr. Nelson. 


STATEMENT OF STEPHEN J. NELSON 

Mr. Nelson. Chairman Oxley, Congressman Towns, members of 
the subcommittee, I am Steve Nelson, vice president of Herzog 
Heine Geduld, a leading NASDAQ market maker. I am here today 
representing the Securities Industry Association. Thank you for in- 
viting me to testify at this hearing on the subject of securities 
transaction fees. This is a subject on which the chairman of the full 
committee. Congressman Bliley, has been a leader for a number of 
years and we are grateful to him for the leadership he has pro- 
vided. 

Chairman Oxley, we commend and appreciate your interest in 
the subject of today’s hearing, and, more broadly, your interest in 
fair, efficient, and internationally competitive securities markets. 
We look forward to working with you on this issue. 
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Congressman Towns, we are also grateful for the work you have 
done to reduce regulatoiy burdens and reduce costs to investors. 
We appreciate your continued interest and involvement in issues 
affecting the securities markets. 

We also wish to express our special gratitude to Congressman 
Lazio, Congressman Fossella, and Congressman Menendez for the 
leadership they have demonstrated on the subject of SEC trans- 
action fees. 

We know that our markets have been made better and fairer by 
the presence of a strong and effective Securities and Exchange 
Commission. And because it is in our interest and, more impor- 
tantly, in the public interest to have an effective SEC, the SIA has 
been a strong supporter of full funding for the agency so it can 
carry out its important mission of investor protection. Our support 
for legislation today to reduce the excess fees charged to the indus- 
try, investors, and issuers will still provide more in revenues than 
the budget of the SEC. 

NSMIA was adopted in 1996 with the goal of bringing fees col- 
lected by the SEC more in line with the cost of running the agency. 
But in 1996, no one anticipated the explosion of market activity 
that has taken place over the past several years. In particular, no 
one could have predicted the phenomenal influence that online in- 
vestors would have on equity markets. The investing public has 
found a new way to participate in the markets, and we believe at 
Herzog Heine Geduld that this is only the beginning. Fees now 
paid by investors, issuers, and the industry amount to 5 times the 
cost of running the SEC. We do not believe it is in the interest of 
investors or in the interest of our capital markets for these fees to 
so grossly dwarf the re^latory costs involved. 

The fees have a particularly profound impact on NASDAQ mar- 
ket makers and on specialists in traditional exchanges who perform 
similar functions. The market makers’ business is similar in many 
ways to that of the grocer who buys milk for 10 cents and hopes 
to sell it for 11. The section 31 fee is particularly burdensome to 
a market maker because where the fee exceeds the cost of regula- 
tion, it amounts to a tax on the market makers’ gross revenues. 
The fee must be paid, whether we sell the milk profitably for 11 
cents or at a loss for 9. 

In the last several years, technological advances have lowered 
transaction costs. These reduced costs have encouraged more trad- 
ing activity. We have larger share volume and even larger trading 
volume but margins have also declined. We are selling more milk 
but we are making less on each sale. As transaction volume and 
market evaluations have increased, the amount of fees collected 
under section 31 has ballooned. In contrast, our profit margins 
have declined. 

As a result, section 31 fees comprise an increasing share of our 
gross trading revenues, even though the rate of the fee has re- 
mained constant. Herzog Heine Geduld’s payments of section 31 
fees currently amount to more than 3 percent of our gross trading 
revenues. Market makers must continue to make significant invest- 
ments in technology to handle ever-increasing volumes. The in- 
crease in volumes is accompanied by lower margins and increasing 
SEC fees. We are on a collision course that, if left uncorrected, will 
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have a significant effect on the ability of market makers to conduct 
their business profitably. 

We believe that our equity markets, much admired and envied 
throughout the world, would operate much less efficiently if there 
were no market makers. This result was certainly not intended by 
Congress. The language of section 31 states that transaction fees 
to be collected by the SEC are designed to recover the cost to the 
government of the supervision and regulation of the securities mar- 
kets and securities professionals and costs related to such super- 
vision and regulation. 

We have demonstrated that we are more than willing to pay the 
costs associated with regulation. But it is simply not right to 
charge investors, issuers. And market makers 5 times the cost of 
regulation. At a minimum, a burden of this size with its potential 
to adversely effect the structure of the capital markets should not 
be allowed to happen inadvertently because of changing cir- 
cumstances. 

Mr. Chairman, we urge you to craft a solution that will better 
align fees with the cost of regulation. We have confidence that Con- 
gress, once it reviews the facts, will make a decision that is in the 
interest of millions of investors. We are committed to work with 
this subcommittee to find an appropriate solution. Thank you for 
the opportunity to testify. I am ready to answer any questions. 

[The prepared statement of Stephen J. Nelson follows:] 

Prepared Statement of Stephen J. Nelson, Vice President, Herzog Heine 

Geduld 

Chairman Bliley, Chairman Oxley, Congressman Towns and Members of the Sub- 
committee, I am Steve Nelson, Vice President of Herzog Heine Geduld, a leading 
NASDAQ market maker. I am here today representing the Securities Industry Asso- 
ciation.* Thank you for inviting me to testify at this hearing on the subject of securi- 
ties transaction fees. This is a subject on which the Chairman of the full Committee, 
Congressman Bliley, has been a leader for a number of years, and we are grateful 
to him for the leadership he has provided. 

Chairman Oxley, we commend and appreciate your interest in the subject of to- 
day’s hearing and, more broadly, your interest in fair, efficient and internationally 
competitive securities markets. We look forward to working with you on this issue. 

Congressman Towns, we are also grateful for the work you have done to reduce 
regulatory burdens and reduce costs to investors. We appreciate your continued in- 
terest and involvement in issues affecting the securities markets. 

We also wish to express our special gratitude to Congressman Lazio, Congress- 
man Fossella and Congressman Menendez for the leadership they have dem- 
onstrated on the subject of SEC transaction fees. 

We believe it is critical that Congress examines the issue of SEC fees, because 
the facts and assumptions on which enactment of the current statutory fee structure 
was based have changed. Fees that were developed several years ago to fund the 
cost of regulating the securities markets now exceed the government’s cost of regula- 
tion to such a degree that they constitute a tax on capital formation, and a special 
tax on every American investor. 

Our securities markets serve as a strong engine of growth and job creation for 
our economy, furnishing the seed capital for start-up companies, providing the li- 
quidity essential to bring investors into the market, harnessing investment for 
growth and expansion for our economy, and creating savings and investment vehi- 


* The Securities Industry Association brings together the shared interests of more than 740 
securities firms to accomplish common goals. SIA member-firms (including investment banks, 
broker-dealers, and mutual fund companies) are active in all U.S. and foreign markets and in 
all phases of corporate and public finance. The U.S. securities industry manages the accounts 
of more than 50 million investors directly and tens of millions of investors indirectly through 
corporate, thrift and pension plans. The industry generates approximately $300 billion of reve- 
nues yearly in the U.S. economy and employs more than 600,000 individuals. (More information 
about the SIA is available on its home page: http://www.sia.com.) 
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cles for millions of Americans. Today, forty-eight percent of U.S. households own 
stock, directly or indirectly. By the year 2000, the number of individuals who own 
stock is likely to exceed 80 million. The more than 600,000 men and women who 
go to work in the securities industry every day work hard to ensure that we have 
the fairest, deepest and most liquid securities markets in the world. 

We know that our markets have been made better, and fairer, by the presence 
of a strong and effective Securities and Exchange Commission. And, because it is 
in our interest — and, more importantly, in the public interest — to have an effective 
SEC, the SIA has been a strong supporter of full funding for the agency, so that 
it can carry out its important mission of investor protection. In the past, the SIA 
has supported full funding for the SEC, even at times when budget freezes and 
budget cuts were being pressed on all federal agencies. Our support for legislation 
today to reduce the excess fees charged to the industry, investors and issuers will 
still provide substantially more in revenues than the budget of the SEC. 

Three years ago, the industry was asked to step up to the plate and pay addi- 
tional fees in order to help Congress move to a more reliable funding mechanism 
for the SEC. We agreed to do so, because we believed it was in the long term inter- 
ests of our markets. The fee structure adopted as part of the National Securities 
Markets Improvement Act of 1996 for the first time assessed transaction fees on the 
NASDAQ markets. This provision was intended to establish parity between the fees 
assessed on exchange and NASDAQ markets.^ While it was expected that, as a re- 
sult of these changes, the fees paid by investors and the industry would increase 
in the near term, the ultimate goal of NSMIA’s fee provisions was to bring fees col- 
lected by the SEC more in line with the cost of running the agency. 

At the time these provisions were enacted, no one anticipated the explosion of 
market activity that has taken place over the past several years, and that appears 
to be continuing and increasing. In particular, no one could have predicted the phe- 
nomenal influence that online investors would have on the equity markets. 

In 1996 average daily trading volume on the exchange, NASDAQ and regional 
markets was 1.0 billion shares a day, by 1998 it had risen to 1.5 billion shares. 
Total annual share volume in these markets was 261 billion shares in 1996; by 1998 
volume had risen to 400 billion shares traded annually — a 50% jump in just two 
years. 

Transaction volume has increased even more dramatically than share volume 
with the rise in popularity of online investing. In 1996, when Herzog Heine Geduld 
moved into its new trading room in Jersey City, our facilities were handling on aver- 
age approximately 25,000 trades each day. Since the beginning of this year, less 
than four years later, we have averaged more than 100,000 trades each day, and 
we are experiencing a 10% growth in trade volume each quarter. The investing pub- 
lic has found a new way to participate in the markets, and we believe that this is 
only the beginning. 

During this period, SEC appropriations have risen in an effort to give the SEC 
sufficient resources to oversee the markets and enforce the federal securities laws. 
However, the increase in transaction and other fees paid by investors, issuers and 
the industry has far exceeded the increase in the cost of running the SEC. The fol- 
lowing chart sets forth the fees collected by the SEC during fiscal years 1996-1998 
and estimated to be collected during the current and next fiscal year (including Sec- 
tion 6(b) fees. Section 31 fees, and other fees), compared with the amounts appro- 
priated or requested to be appropriated to the SEC during these years (dollar 
amounts in millions): ^ 


FY 1996 

FY 1997 

FY 1998 

FY 1999 (est.) 


§6(b) 

§31 

Other 

Total 

SEC 

Budget 

$575 

$134 

$65 

$774 

$297.4 

653 

274 

63 

990 

305.4 

1,034 

632 

114 

1,780 

315.0 

1,040 

432 

50 

1,522 

337.4 


2NSMIA provided for a gradual reduction over 10 years in filing fees for securities registration 
statements under Section 6{b) of the Securities Act of 1933. The securities registration fee was 
set at $295 per $1 million in 1998, to be lowered over time to $67 per $1 million in 2007. NSMIA 
also expanded the reach of securities transaction fees, which previously had been assessed on 
transactions in exchange-registered securities, to include transactions in NASDAQ markets. The 
transaction fee, under Section 31 of the Exchange Act, was set at 1/300 of one percent during 
the years 1997 through 2006, and was scheduled to he reduced to 1/800 of one percent in 2007. 

3 Where estimates of fee collections are indicated, they are 0MB estimates; CBO estimates 
may differ. SEC appropriations for certain years are stated as the amounts requested; actual 
funding amounts may differ slightly. 
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§6(b) 

§31 

Other 

Total 

SEC 

Budget 

FY 2000 (est) 

1,079 

491 

50 

1,620 

360.8 (Req.) 


Fees now paid by investors, issuers and the industry amount to five times the cost 
of running the SEC. In 1998 alone, while the SEC’s budget was just over $315 mil- 
lion, securities registration, transaction and other fees collected by the SEC totaled 
more than $1.7 billion. Erom FY 1998 through FY 2000, if the present trend contin- 
ues, the amounts paid by investors, issuers and the industry will have exceeded the 
SEC’s budget by more than $3.8 billion. We do not believe it is in the interest of 
investors — or in the interests of our capital markets more broadly — for these fees 
to so grossly dwarf the regulatory costs incurred. These fees drain capital from the 
private markets — removing it at the very beginning of the capital raising process — 
and diverting it into the U.S. Treasury. 

The fees have a particularly profound impact on NASDAQ market makers and on 
specialists at traditional exchanges, who perform similar functions. The market 
maker’s business is similar in many ways to that of the grocer, who buys milk for 
ten cents and hopes to sell it for eleven. The Section 31 fee is especially burdensome 
to a market maker because, where the fee exceeds the cost of regulation, it amounts 
to a tax on the market maker’s gross revenues, unlike an income tax, for example, 
which taxes profits. In other words, we must pay the fee whether we sell the milk 
profitably for eleven cents or are forced by market conditions to sell at loss for nine 
cents. Moreover, the Section 31 fee must be paid before the electric bill, the rent, 
salaries to the staff or even federal and state income teixes, and whether or not our 
business is profitable. 

In the last several years, technological advances have lowered transaction costs. 
These reduced costs have encouraged more trading activity — larger share volume 
and even larger trading volume. Margins have also declined, but to some extent, in- 
creases in volume have compensated for lower margins. We are selling more milk, 
but making less on each sale. These declining margins have greatly magnified the 
effect on our industry of the Section 31 teix — the portion collected in excess of the 
cost of regulating the NASDAQ and Exchange equity markets. 

Section 31 fees are based on the value of transactions. As transaction volume and 
market valuations have increased, the amount of fees collected under Section 31 has 
ballooned. In contrast, the market maker’s revenue on these transactions, our profit 
margins, have declined. As a result. Section 31 fees comprise an increasing share 
of our gross trading revenues, even though the rate of the fee has remained con- 
stant. Herzog Heine Geduld’s payments of Section 31 fees currently amount to more 
than 3% of our gross trading revenues. To illustrate the significance of this tax, the 
current amount of the Section 31 fee is about twice as much as the rent paid on 
the property that houses our Nasdaq trading operations. 

Market makers must continue to make significant investments in technology to 
handle ever-increasing volumes. The increase in volumes is accompanied by lower 
margins and increasing SEC fees. We are on a collision course that, if left uncor- 
rected, will have a significant effect on the ability of market makers to conduct their 
business profitably. We believe that our equity markets — much admired and envied 
throughout the world — would operate much less efficiently if there were no market 
makers. 

This result certainly was not intended by Congress. When Congress adopted 
NSMIA’s fee provisions, its intent was clear. The language of Section 6(b) states 
that the registration fees to be collected by the SEC under that section “are de- 
signed to recover the costs to the government of the securities registration process, 
and costs related to such process . . .” The language of Section 31 states that the 
transaction fees to be collected by the SEC “are designed to recover the costs to the 
Government of the supervision and regulation of securities markets and securities 
professionals and costs related to such supervision and regulation . . .” 

Unfortunately, the fees have far exceeded the cost of regulation. They divert re- 
sources which could be used more productively elsewhere in our economy; and they 
discourage capital investments in technology that could be used to make our equity 
markets more efficient and attractive to investors. This is real capital that could be 
used to fund new businesses, to build plants, to create jobs, and to add to the na- 
tional wealth. 

There may be some who believe that, since the U.S. stock market is near an all 
time high, market makers, specialists and other market participants somehow can, 
or should, pay these fees. So what if they pay a little more here or there? 

In the first place, specialists’ and market makers’ profits are not related to the 
value of stocks. Our willingness to devote capital to making markets necessarily de- 



19 


pends on our ability to make a fair and reasonable profit on transactions. We have 
demonstrated that we are more than willing to pay the cost associated with regula- 
tion. But, it simply is not right to charge investors, issuers and market makers five 
times the cost of regulation. At a minimum, a burden of this size, with its potential 
to adversely affect the structure of the capital markets, should not be allowed to 
happen inadvertently because of changed circumstances. 

Mr. Chairman, we urge you to craft a solution that will better align fees with the 
cost of regulation. We have confidence that Congress, once it reviews the facts, will 
make a decision that is in the interest of millions of investors. We are committed 
to work with this subcommittee to find such a solution. 

The securities industry is faced with a number of challenges in the immediate fu- 
ture: how to make a successful conversion to the Year 2000, so that it is seamless 
for investors and issuers; how to make systems “Euro” compatible; how to make the 
conversion and expand quote capacity to accommodate decimalization; how to en- 
sure that investors and issuers benefit from the explosion in technology and elec- 
tronic commerce; and, how to meet the competitive challenges of globalization. All 
of these challenges have required, and will continue to require, significant financial 
investment on our part, as well as the time and efforts of our most talented industry 
professionals. We intend to meet these challenges, to maintain and enhance the 
international preeminence of our capital markets, to help fund the continued growth 
of the U.S. economy, and to ensure that investors and issuers have even more oppor- 
tunities in the next century. 

Thank you again for the opportunity to testify. I am ready to answer any ques- 
tions. 

Mr. Oxley. Thank you, Mr. Nelson. 

Mr. Kearney. 

STATEMENT OF ARTHUR J. KEARNEY 

Mr. Kearney. Chairman Oxley, members of the subcommittee, 
thank you for the invitation to testify before you today on the sub- 
ject of SEC transaction fees, an issue in which you have had an in- 
terest for quite some time. I do very much appreciate this oppor- 
tunity to present the views of the Security Traders Association, and 
I applaud your leadership in scheduling a hearing on this impor- 
tant issue. 

I also want to specifically commend Congressman Fossella, Con- 
gressman Lazio, and Congressman Towns for the outstanding lead- 
ership that they have shown on this issue this year as well as Con- 
gressman Bob Menendez. Mr. Chairman, with your permission I 
would like to summarize my written testimony and I would ask 
that my full written testimony be made part of the record. 

I am Arthur Kearney, Chairman of the Security Traders Associa- 
tion, the STA, and Director of Equity Capital Markets and a mem- 
ber of the board of directors of John G. Kinnard & Company, a 
broker-dealer located in Minneapolis, Minnesota. I am accompanied 
by Lee Kerens, President and CEO of STA, who is available to an- 
swer any questions. 

STA is composed of 34 regional affiliates and over 7,000 individ- 
ual members throughout North America and Europe, and it is the 
largest group of its kind in the world. Our membership represents 
all facets of the securities industry. While many members are trad- 
ers for securities firms and institutions, others are partners, spe- 
cialists, floor traders, proprietors, or registered representatives, all 
of whom are charged with the responsibility of executing orders at 
the fairest prevailing prices. 

Mr. Chairman, in my written testimony I have provided a fairly 
detailed description of the history and structure of SEC fees, so I 
will give a brief overview and turn to our position. 
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Before I start, however, I do want to thank this committee for 
its longstanding interest in this issue and its hard work in at- 
tempting to reduce these fees paid by the investing public and se- 
curities professionals. As you know, the government collects var- 
ious Securities and Exchange Commission SEC user fees imposed 
by the securities laws in order to recover the Federal Government’s 
cost of running the SEC, including transaction fees on sale of 
stocks assessed pursuant to section 31 of the 1934 act. 

Over time, these fees have grown to significantly exceed the 
SEC’s budget. By 1996, collected fees exceeded the SEC’s budget by 
a factor of more than 2 to 1. Under this committee’s leadership. 
Title 4 of the NSMIA of 1996 significantly restructured the various 
SEC fees with the intent of reducing total SEC fee collection over 
time and providing the SEC with a more stable funding source. 

We commend Chairman Bliley and others on this committee for 
working tirelessly to produce legislation designed to reduce these 
fees. Indeed, the committee prevailed in designing a fee structure 
which explicitly contemplated that section 31 fees would recoup the 
cost of the SEC’s supervision and regulation of the securities mar- 
kets and securities professionals. Unfortunately, actual fees collec- 
tions have significantly outpaced the CBO’s and OMB’s conserv- 
ative estimates of market growth relied on by this committee and 
Congress. 

In fiscal year 1997, actual collections from all sources grew to 
$990 million, over 3 times the SEC’s budget of $3.5 million. In fis- 
cal year 1998, the excess worsened considerably when actual fees 
collection ballooned to a staggering $1.78 billion, 5 V 2 times the 
SEC’s $322 million budget. Clearly, this is not the scenario the 
committee intended when it redesigned the SEC funding structure 
in 1996 to reduce the amount of fee surplus. 

I want to emphasize that the issue here is not SEC funding. The 
issue is that the government is taking in over 5 times as much fee 
revenue as is reasonably needed to fund the SEC’s activities. What 
was explicitly designed to be a user fee has become a large unin- 
tended back-door tax on the securities markets. 

Excessive SEC fees have a tremendous negative impact on secu- 
rities professionals. The effect is particularly severe for NASDAQ 
market makers and exchange specialists who often must trade 
from their own accounts in order to fulfill their legal responsibility 
to maintain orderly markets and to provide customers with on-de- 
mand liquidity. Section 31 transaction fees operate as a tax on the 
gross trading revenue of these professionals. One STA member firm 
which makes markets in NASDAQ 100 stocks, estimates that its 
section 31 fee payments amounted to a whopping 6 percent of OTC 
trading income over a recent 16-month period. 

Another firm found that its section 31 fee payments were twice 
the amount of its rental payments for the building housing its trad- 
ing activities. 

Let me also give you my perspective as an employer in the re- 
gional brokerage and underwriting business. Our firm trades 
NASDAQ stocks and underwrites IPOs and secondaries. Some of 
the recent ventures we have been involved in include Excelsior- 
Henderson, a motorcycle manufacturer, and Zomax, an optical 
media softwear company. These are the types of companies that 
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create 75 percent of all new jobs in America. We also make mar- 
kets in approximately 175 NASDAQ stocks, and Kinnard employs 
over 350 people. 

Section 31 fees operate as a gross receipt tax. This means that 
the fees are paid before Federal and State taxes, before salaiy and 
before allocations of overhead. The result is to magnify the impact 
on our firm’s profitability. Changes in the NASDAQ market, which 
include increasing cost pressures associated with the newer han- 
dling rules, the regulatory-driven computer upgrades and monitors, 
have greatly reduced the profitability of NASDAQ market making 
activities across the board. Excessive section 31 fees only exacer- 
bate the situation. 

Mr. Chairman, excessive section 31 fees negatively impact our 
trading revenue, and reduced revenues translate directly to fewer 
jobs. As a manager, when I am looking at a reduced revenue from 
section 31 fees, it means I can hire one less analyst, one less trad- 
er, one less support staff. Reduced revenues go right to our bottom 
line and right to our core business decisions. It is really that sim- 
ple. Excessive fees also contribute to reduced liquidity in the mar- 
kets. The major impact falls on thinly traded stocks of those small 
and startup companies in which we specialize. STA urges Congress 
to take swift corrective action to eliminate the SEC transaction fee 
excess and reduce the burdensome and unintended tax on Ameri- 
ca’s savers, investors, and securities professionals. While this result 
could be achieved through a number of approaches, STA is commit- 
ted to support any initiative that produces meaningful relief for all 
investors. 

STA is encouraged by the continuing commitment of this commit- 
tee to reduce SEC fees, as reflected in Chairman Oxley’s scheduling 
this hearing, and the fact that 24 Commerce Committee members 
have cosponsored two separate bills this year to address the issue. 
We are also heartened that SEC Chairman Arthur Levitt testified 
in March that the fee problem needs to be addressed and pledged 
to work with Congress to fashion a solution. 

In closing, Mr. Chairman, STA applauds you for scheduling this 
prompt hearing on an issue of great importance to our members 
across the United States. Thank you, and I will be happy to answer 
any questions. 

[The prepared statement of Arthur J. Kearney follows:] 

Prepared Statement of Arthur J. Kearney, Chairman, Security Traders 

Association 

I. introduction 

Chairman Oxley, Chairman Bliley, Members of the Subcommittee, thank you for 
the invitation to testify before you today on the subject of SEC transaction fees, an 
issue in which you have had an interest for quite some time. I do very much appre- 
ciate this opportunity to present the views of the Security Traders Association, and 
I applaud your leadership in scheduling a hearing on this important issue. I also 
want to specifically commend Congressman Fossella, Congressman Lazio, and Con- 
gressman Towns for the outstanding leadership they have shown on this issue this 
year, as well as Congressman Bob Menendez. 

I am Arthur Kearney, Chairman of the Security Traders Association — the STA — 
and Director of Capital Markets and a Member of the Board of Directors at John 
G. Kinnard & Co., a broker/dealer located in Minneapolis, Minnesota. 

STA is composed of 34 regional affiliates and over 7,000 individual members 
throughout North America and Europe, and it is the largest group of its kind in the 
world. Our membership represents all facets of the securities industry. While many 
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members are traders for securities firms and institutions, others are partners, spe- 
cialists, floor traders, proprietors or registered representatives — all of whom are 
charged with the responsibility of executing orders at the fairest prevailing prices. 
The fact is that no one speaks for individual professionals in the securities industry 
better than STA. It is the only organization that represents, at all levels, the interests 
of over 7,000 individuals. 

Before I start, however, I do want to take a moment to thank this Committee for 
its longstanding interest in this issue and its hard work in attempting to reduce 
these fees paid by the investing public and securities professionals. 

II. HISTORY OF THE SEC FUNDING STRUCTURE 

Public Law 104-290, the National Securities Market Improvement Act of 1996, 
was signed into law by President Clinton on October 11, 1996. The Act combined 
securities and mutual fund market reforms with a reauthorization of the Securities 
and Exchange Commission (SEC). The Act extended the imposition of the Securities 
Exchange Act of 1934’s Section 31 transaction fees to NASDAQ stock transactions. 
The SEC reauthorization was the result of a complex deal worked out between 
House and Senate authorizers and appropriators, the Office of Management and 
Budget (0MB), and the SEC, following years of Congressional wrangling over a new 
SEC funding mechanism. 

Background 

Since the 1930s, the federal government has levied SEC fees on the regulated 
community, including registration fees authorized by Section 6(b) of the Securities 
Act of 1933, and transaction fees authorized by Section 31 of the Securities Ex- 
change Act of 1934. These fees were deposited in the Treasury’s General Fund as 
general revenues. The SEC received no credit for collected fees and could not di- 
rectly use the funds, but rather was funded through an annual appropriation from 
the Appropriations Committee. Since 1983, the SEC has been a net contributor to 
the Treasury, collecting far more fees than necessary to cover its budget. 

In 1990, the budget rules were significantly changed. Specifically, the 1990 Budg- 
et Enforcement Act set limitations on specific spending categories and created “pay- 
as-you-go” procedures to require offsets for decreases in revenue or increases in enti- 
tlement spending. These rules put severe restraints on discretionary spending, forc- 
ing appropriators to choose among competing programs. The SEC was thus forced 
to compete for discretionary funding with the Departments of Commerce, Justice 
and State. The income collected by the SEC fees did not create any additional fund- 
ing for the appropriators. 

Beginning in 1990, appropriators decided to respond to the problem of insufficient 
resources to fund competing programs by imposing one-year rate increases in the 
Section 6(b) registration fee in the annual Commerce, Justice, State Appropriations 
Bill through which the SEC is funded. The amounts attributable to such increases 
were credited against the agency’s appropriation account as an offsetting collection. 
Offsetting collections are deposited in special appropriations accounts, as opposed to 
the General Fund, and are available to appropriators to finance agency activities. 
This funding mechanism increased the overall funds available to the appropriators. 

This practice eventually led to objections by various Members of Congress on both 
jurisdictional and public policy grounds. Since the agency was collecting far more 
in fees than its budget required, opponents argued that increasing SEC fees con- 
stituted a tax. Members began to call for a new SEC funding structure that allowed 
the government to cover the costs of the SEC’s regulatory activities without artifi- 
cially inflating the cost of raising capital in the markets. In 1993, this Committee, 
under the leadership of then-Chairman Dingell and current Chairman Bliley, craft- 
ed a bill which would have established a mechanism by which the SEC would set 
and collect fees solely to recover the costs of its regulatory activities. ‘ The House 
subsequently passed the bill unanimously. 

During that same year, the House and Senate again passed an SEC appropria- 
tions measure which raised registration fees and credited the amount as an offset- 
ting collection. After several complaints were lodged with the Appropriations Com- 
mittee by both House Ways and Means and House Energy and Commerce Commit- 
tee members, language was included in the conference report on the Commerce, Jus- 
tice, State Appropriations bill conference report indicating that the practice would 
be ended. 


1 H.R. 2239, passed on July 20, 1993, would have authorized the SEC to continue to collect 
general revenues for fiscal years 1994 through 1998, in order to avoid raising the deficit and 
maintain pay-as-you-go budget scorecard neutrality. After fiscal year 1998, SEC fees would have 
heen set and collected so as not to exceed the costs of running the agency. 
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Funding Crisis 

The funding situation came to a head the following year. When the Commerce, 
Justice, State Appropriations Bill for fiscal year 1995 came to the floor of the House 
on June 28, 1994, the bill again contained a provision that would have imposed ad- 
ditional registration fees as offsetting collections. House Members frustrated with 
the Senate’s failure to act on the SEC funding issue succeeded in striking the provi- 
sion from the House bill on procedural grounds, and subsequently prevailed in an 
effort to keep the provision out of the conference agreement. This move left the SEC 
with an appropriation of $69.6 million, significantly below the $297 million origi- 
nally provided by appropriators. The agency indicated that it would have to severely 
restrict its operations beginning in October 1994 absent Congressional action. 

This funding crisis prompted Congress, with the help of this Committee’s leader- 
ship, to pass a stop-gap measure (P.L. 103-352), authorizing the registration fee in- 
crease 2 and offsetting revenue practice for another year, in order to fund the agency 
through 1995. House Report 103-739 indicated that this was done as a one-time fix 
to avert an SEC shutdown, and contemplated passage in the next Congress of an 
SEC reauthorization that would “eliminate the need for one-year-at-a-time increases 
in registration fees.” The bill originated in the House Ways and Means Committee 
with the support of the this Committee. The stage was thus set for an SEC reau- 
thorization that would establish a predictable and adequate fee structure to recover 
funds solely to offset the cost of the agency’s regulatory activities. 

Action in the 104th Congress 

During 1996, the first session of the 104th Congress, control shifted to the Repub- 
lican party and the legislative agenda was crowded, leaving unaddressed the SEC 
fee issue. However, in light of the prior year’s funding crisis, the Administration’s 
FY 1996 budget proposal submitted at the beginning of 1995 stressed the need for 
a sound, stable and long-term funding structure for the SEC. H.R. 2076, the Com- 
merce, Justice, State Appropriations Bill which passed that year, was vetoed by the 
President due to unrelated policy disputes, and the SEC’s FY 1996 budget was fund- 
ed by a series of continuing resolutions. Finally, an omnibus spending bill (H.R. 
3019) was passed, providing SEC funds for the remainder of the year. 

In 1996, House Commerce Committee Chairman Bliley (R-VA) introduced H.R. 
2972, the SEC Reauthorization Act of 1996. The bill was designed ultimately to end 
the appropriators’ practice of funding SEC activities through the yearly ritual of 
raising registration fees as offsetting collections. The proposal would have reduced 
6(b) registration fees over a 6-year period, incrementally extended the Section 31 
transaction fees to NASDAQ trades, and reduced the rate for all transaction fees 
beginning in 2002. In total, the package was projected to reduce fee collections by 
$751 million by 2002. Initially, a portion of the fees was to be deposited as offsetting 
collections. Beginning in 2002, all fees would be deposited as general revenue and 
no fees would be allotted as offsetting collections. Thus, by 2002, the SEC would rely 
on the allocation made to the appropriators for Commerce, Justice, State and relat- 
ed programs. The House unanimously passed H.R. 2972 on March 12, 1996. 

A similar transaction fee provision was included in a bill also introduced in 1996 
by then Senate Banking Securities Subcommittee Chairman Gramm (R-TX), S. 
1855. However, Gramm and then Senate Banking Committee Chairman D’Amato 
(R-NY) agreed to postpone consideration of the SEC reauthorization in response to 
concerns by Senate Democrats and the Administration. They were concerned that 
ending the offsetting collections funding practice would require appropriators to 
fund the SEC’s full budget out of the General Fund, subject to the discretionary 
spending caps, forcing reductions in other programs. 

The House passed H.R. 3005, the Securities Amendments of 1996, on June 19, 
1996, but not before adding the SEC reauthorization provisions originally embodied 
in H.R. 2972. The Senate amended and passed H.R. 3006 without the fee provisions 
on June 27, 1996, setting up a conference in which the SEC fee issue would have 
to be resolved. The fee issue was highly controversial in conference. Negotiations 
among House and Senate authorizers and appropriators, the 0MB, and the SEC 
held up the bill for weeks and threatened to entirely derail the legislation. An agree- 
ment was finally reached on the fee issue and the bill was passed in the closing 
days of the 104th Congress. The conference report was agreed to by the House on 
September 28, 1996, and by the Senate on October 1, 1996. H.R. 3005 became P.L. 
104-290 when the President signed the bill on October 11, 1996. 


2 The fee was continued at V 29 of 1% of the maximum offering price of the securities, the rate 
supplied in the FY 1994 Commerce, Justice, State Appropriations Act. Without the stop-gap ex- 
tension, the rate would have fallen to its statutorily authorized rate of Vso of 1%. 
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Under the complex deal worked out in conference, registration fees are gradually 
reduced until FY 2007, when they drop dramatically. A portion of the registration 
fee is deposited as General Fund revenue, and a portion is made available to appro- 
priators as offsetting collections. Transaction fees remain at 1/300 of 1% until FY 
2007, when they drop dramatically. Beginning in 1997, NASDAQ trades became 
subject to the full transaction fee rate. While the exchange transaction fees are col- 
lected as General Fund revenue, the NASDAQ transaction fees are deposited as off- 
setting collections and must be triggered on each year by Appropriations Act. By 
pushing general revenue losses into the out-years, the new fee structure avoided 
budget scoring problems. 


III. CURRENT SITUATION AND IMPACT 

Unfortunately, actual fee collections have significantly outpaced the CBO’s and 
OMB’s conservative estimates of market growth relied on by this Committee and 
Congress. In fiscal year 1997, actual collections from all sources grew to $990 mil- 
lion dollars — over three times the SEC’s budget of $305 million. In fiscal year 1998, 
the excess worsened considerably, when actual fee collections ballooned to a stagger- 
ing $1.78 billion — five and one-half times the SEC’s $322 million budget. Clearly, 
this is not the scenario this Committee intended when it fought to redesign the SEC 
funding structure in 1996 to reduce the amount of the fee surplus. 

I want to emphasize that the issue here is not SEC funding. The issue, very sim- 
ply, is that the government is taking in over five times as much fee revenue as is 
reasonably needed to fund the SEC’s activities. What was explicitly designed to be 
a user fee has become a large, unintended backdoor tax on the securities markets. 

Excessive SEC fees have a tremendously negative impact on securities profes- 
sionals. The effect is particularly severe for NASDAQ market markers and exchange 
specialists, who often must trade from their own accounts in order to fulfil their 
legal responsibility to maintain orderly markets and to provide customers with on- 
demand liquidity. Section 31 transaction fees operate as a tax on the gross trading 
revenue of these professionals. One STA member firm which makes markets in 
about 100 NASDAQ stocks estimated that its Section 31 fee payments amounted to 
a whopping 60 percent of OTC trading income over a recent sixteen month period. 
Another firm found that its Section 31 fee payments were twice the amount of its 
rental pa 3 mients for the building housing its trading activities. 

Let me also give you my perspective as an employer in the regional brokerage and 
underwriting business. Qur firm trades NASDAQ stocks and underwrites initial 
public offerings and secondaries. Some of the recent ventures we have been involved 
in include Excelsior-Henderson, a motorcycle manufacturer, and Zomax, an optical 
media software company. These are the types of companies that create 75 percent 
of all new jobs in America. We also make markets in approximately 175 NASDAQ 
stocks. Kinnard employs over 350 people. 

Section 31 fees operate as a gross receipts teix. This means that fees are paid be- 
fore federal and state taxes, before salary, and before allocations for overhead. The 
result is to magnify the impact on our firm’s profitability. Changes in the NASDAQ 
market — which include increasing costs pressures associated with the new order 
handling rules and regulatory driven computer upgrades, among others — have 
greatly reduced the profitability of NASDAQ market making activities. Excessive 
section 31 fees only exacerbate this situation. 

Mr. Chairman, excessive section 31 fees negatively impact our trading revenue, 
and reduced revenues translate directly into fewer jobs. As a manager, when I am 
looking at reduced revenue from section 31 fees, it means that I can hire one less 
analyst, one less trader, one less support staff. Reduced revenues go right to our 
bottom line, and right to our core business decisions. It’s really that simple. Exces- 
sive fees also contribute to reduced liquidity in the market. The major impact falls 
on the thinly traded stocks of those small and start-up companies in which we spe- 
cialize. 

I should also note that it appears the primary factor contributing to the trans- 
action fee collection overage is that the projections for the dollar volume growth in 
the markets have been based on extremely conservative assumptions. Actual trans- 
action fee collections have consistently outpaced the government’s projections by a 
significant amount. The transaction fee overage is not a result of a temporary spike 
in volume, but is a recurring and compounding problem. Without a statutory correc- 
tion that somehow limits the amount of fees collected, the amount of the fee collec- 
tion overage will continue to grow exponentially into the foreseeable future. 
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IV. CONCLUSION 

STA urges Congress to take swift, corrective action to eliminate the SEC trans- 
action fee excess and reduce this burdensome and unintended tax on American sav- 
ers, investors and securities professionals. While this result could be achieved 
though a number of approaches, STA has committed to support any initiative that 
produces meaningful relief for all investors. 

STA is encouraged by the continuing commitment of this Committee to reduce 
SEC fees, as reflected in Chairman Oxley’s scheduling this hearing and the fact that 
24 Commerce Committee members have cosponsored two separate bills this year to 
address this issue. We are also heartened that SEC Chairman Arthur Levitt testi- 
fied in March that the fee problem needs to be addressed, and pledged to work with 
Congress to fashion a solution. 

In closing, Mr. Chairman, STA applauds you for scheduling this prompt hearing 
on an issue of great importance to our members across the United States. Thank 
you, and I will be happy to answer any questions. 

Mr. Oxley. Thank you, Mr. Kearney. That completes the testi- 
mony of our witnesses. There are 4 minutes left in the vote. We 
will stand in recess for 15 minutes. 

[Brief recess.] 

Mr. Oxley. The subcommittee will reconvene. Let me begin with 
some just general questions from the Chair. 

Part of the problem of the excessive fee revenue stems from 
record-breaking volumes on transactions. I would like to ask, do 
you believe that the markets will continue to experience similar 
volume levels in the future? Is this a temporary phenomenon or is 
this something that is not going to abate any time soon? 

Mr. Kearney. If you look at all of the market design and every- 
thing that is in front of the NASD and the SEC for approval and 
all of the regulatory changes, et cetera, they are going to make ac- 
cess to liquidity easier and easier. They are going to make access 
so you as an individual investor will be able to buy or sell a secu- 
rity at a lower rate and faster. Everything leads me to believe that 
these volumes are going to continue to explode and increase at 
rates that we don’t even — we have no comprehension of. The frag- 
mentation of the market today is actually slowing down the vol- 
umes. If they address those fragmentation issues, it is going to go 
higher. 

Mr. Nelson. We think that the markets have changed. Up until, 
I would say the fall of last year, as a general proposition, the big 
institutions and institutional investors set prices in the markets. 
They would give us huge orders. They really were the stopgap in 
the market. 

Last year for the first time, the online investor really came of 
age. Thousands of 200, 300, 500 shareholders would simply over- 
whelm these institutional orders and sweep them away in a tide 
up and tide down. I think — we think that this is just the start of 
this. The public has just now figured out what online trading is all 
about. All of the big bull tracking firms are standing in line and 
putting in systems that have always traditionally gone through a 
broker, which, in a fairly steady fashion, are now going to be hit- 
ting these machines. I think we have just seen the beginning of an 
overwhelming increase in volume. 

Mr. Oxley. Mr. Cader. 

Mr. Cader. I would agree with all of that. I would point out addi- 
tionally as we see the demographic and economic underpinnings of 
the markets and volumes seem likely not to change in the near fu- 



26 


ture — and you can have a discussion whether that argues for high- 
er or lower stock prices — ^but stock ownership and stock trading 
that has accrued to individuals has exploded in a way that history 
suggests does not go away quickly, no matter which way prices 
move in. 

Several dynamics of market structure which are likely to change 
and which are familiar to all of you from looking at the industry 
and from reading the papers, such as decimalization, such as 24- 
hour trading or extended-hour trading, which will also he upon us 
soon, are almost certain to increase volume even aside from what- 
ever other secular or cyclical trends might drive volume up or 
down. 

So for demographic and economic reasons, volumes will trend up, 
you will have an additional likelihood of volume going up even 
more if in fact decimalization and extended hours are, as I suspect 
they are, helpful to and friendly to investor access to the market- 
place. 

So I think there are a lot of reasons to believe that whether 
prices go up or down — which, of course we don’t know — that vol- 
umes will continue at particularly high levels. 

Mr. Oxley. Mr. Brodsky, the same thing in Chicago? 

Mr. Brodsky. I would say the same thing, not only in Chicago 
but all over the world. You have seem the democratization of eq- 
uity markets, and it is to a large extent attributable to the work 
that this committee has done over the years, the SEC has done. 
And we are seeing more and more business not only from abroad 
but from a younger group of investors. I think that it does flow 
through all of the things that the people spoke before me have said. 

I will give you a general statistic. The fastest growth in our busi- 
ness is through people who use the Internet, through brokerage 
firms. Our Web site, 2 V 2 years ago, in a month had 50,000 hits, 
and recently it was 50 million. These people are using electronics 
as a way of accessing markets. 

I agree with what was said. The combination of after-hours trad- 
ing and the greater competition, we expect even though we are the 
first option exchange in the world, in the next year or 2, there will 
be at least electronic competitors. This will add to volume. 

Mr. Oxley. I will begin with you, Mr. Brodsky. First of all, are 
you subject to 6(b) registration fees on stock options? 

Mr. Brodsky. No, we are just subject to section 31. 

Mr. Oxley. Let me skip then to Mr. Cader. What is the dif- 
ference in the impact on investors between the two different fees, 
6(b) and section 31? 

Mr. Cader. I will speak to what I call the multiplier effect of the 
section 31 fees. The 6(b) fees are leveled now at the point in the 
capital-raising process where transactions take place with the help 
of market makers, specialists and liquidity providers, all different 
names for folks doing what we are talking about. 

The underwriting fees occur once in the cycle of a security being 
distributed from an issuer to an owner. The section 31 tax which 
falls upon the liquidity providers falls at a point in the capital-rais- 
ing and, in fact, the capital-transferring process, which is what 
happens when shares trade on an exchange. The tax falls not only 
on the investors who trade those securities one to the other, but 
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disproportionately on those members of the community who are the 
liquidity providers. Liquidity providers, who go by names like spe- 
cialist and market maker, are simply those who turn the capital 
over many, many more times than typically a service provider such 
as a grocery store selling milk will do so. 

X dollars in the hands of a market maker or a specialist actually 
gets deployed many, many, many times over in the course even of 
a few hours, certainly a few days, taking the other side of customer 
trades. What happens on the exchanges is that customers — ^buyers 
and sellers — look for each other to find the best price available at 
the time when they wish to transact. In a perfect world, which of 
course we don’t live in, one customer finds another and they both 
wish to transact the same amount at the same time. No need for 
intermediaries. 

The intermediaries, who are the buyers and sellers in the ab- 
sence of customers who meet each other, fill in the gaps between 
supply and demand, time and time again during the day. 

So the section 31 tax takes money out of the hands of those who 
at the point of sale, the place where the transactions take place, 
would actually use that money many, many, many times over to 
satisfy many, many customer needs, one after the other, during rel- 
atively short spans of trading. 

A specialist or market maker in the security will buy from one 
customer and sell to another, filling in those imbalances, literally, 
in trades that are seconds apart. 

So the tax falls, aside from the question of whether overfunding 
is appropriate or not, the tax falls at the worst possible place given 
the acknowledged role of the intermediary liquidity provider in the 
system, which serves investors by assuring that there will always 
be buyers and sellers there to meet them in the marketplace, with 
reasonable capital, able to trade at reasonable prices at all times. 

Mr. Oxley. Mr. Nelson and Mr. Kearney? 

Mr. Nelson. We don’t have a corporate finance business so I 
cannot speak about 6(b) fees. 

Mr. Kearney. I would just say that 6(b) fees are usually put into 
the cost of the whole deal, so they are spread to the corporate 
issuer, to the lawyers, to the bankers so it is more of a — it doesn’t 
affect the trading firms so much. It is backed into the cost of doing 
the deal. 

Mr. Oxley. Thank you. The Chair now recognizes the ranking 
member, the gentleman from New York, Mr. Towns. 

Mr. Towns. Thank you, Mr. Chairman. There have been some 
folks who have recommended that we cap the fees. Let me get your 
views on that in terms of capping. 

Mr. Kearney. I would just like to say that from the perspective 
of STA, we would take any relief whatsoever. However, I think 
most of my colleagues and constituents in the STA believe that a 
cap is probably the way to go, and the logic behind it is if you have 
a rate increase, you basically have a moving target. 

In 1996 we built a formula based on what we thought the vol- 
umes would be in 1998, 1999 and 2000 and we missed the mark 
tremendously. If we were to do a rate decrease again, we are trying 
to predict what the volumes will be going forward. Are volumes 
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going up? If they go down, the SEC might be underfunded. There- 
fore, a cap seems to be the most logical solution to the problem. 

Mr. Towns. I am trying in my own mind, trying to figure how 
a cap would work. Say, for instance, if there is a lot of activity in 
the first 3 months, and therefore you cap it, and then I recognize 
the fact that this is going to happen and so I will do business until 
after the cap, it seems to me a degree of unfairness. 

Mr. Kearney. The degree of unfairness — there are certain firms 
that are in favor of the rate cut and that is because it will be fair 
economically, it will benefit them the most. I think they are prob- 
ably the smaller percentage of the types of firms in the industry. 
And probably if you look at the total industry, the fairest to the 
broad industry would be the cap. 

How would you compute it? I am not sure if I can answer that 
question today. But I think given the amount of dollars at stake, 
I think the securities firms could probably reach some kind of a 
consensus. 

Mr. Towns. Thank you. 

Mr. Brodsky. My problem is that this tax falls not only on the 
professionals that make the markets but also on customers, and 
you can’t predict when a customer is going to buy or sell securities. 
This is a tax that falls on sales of securities. If the cap were 
reached on July 1, people who trade at the first half of the year 
would pay it, but those who traded the second half wouldn’t pay 
it. My feeling is unless you can figure out an administrative way 
to deal with it, that a reduction is the fairest, because then it ap- 
plies to everybody in a proportionate way. 

The committee decision has to be grounded on what is fiscally 
prudent to fund the SEC, making certain assumptions, and also 
that is realistic in terms of administration. We have a situation 
now where the amount of overfunding is so great it may be that 
you can have it — a fee can be scaled down over a period of years, 
but we would accelerate when it would start. 

Under the law that is in effect now, the scale-down wouldn’t 
begin until 2007. Obviously we are way ahead of ourselves in terms 
of where the volume was. I think we have a threshold, based upon 
the chairman’s questions, where we really believe that the volume 
is not going to go down appreciably, and you are at 5 times fund- 
ing. Reasonable people ought to be able to sit down and figure out 
what is a reasonable amount of coverage for the current funding 
needs of the agency and have the fee reduced accordingly and start 
that reduction soon. 

Mr. Nelson. I represent the Securities Industry Association and 
I can tell you that the industry wants relief. Much of the discussion 
that we have had among ourselves about what approach to get to 
that relief has really involved a question of what would be most 
likely to sell up here on the Hill. 

I can tell you that we would very much appreciate any advice 
that the committee can give us as to what is likely to work. That 
has been a big topic of conversation among us. 

Mr. Cader. From the specialist perspective, we are in alignment 
with Steve’s viewpoint. The issue is what is the most feasible way 
to get some relief I think technically it appears to us that both a 
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cap could work and a reduction could work and I would agree with 
what Steve said. 

Mr. Kearney. That is exactly our position at STA. 

Mr. Towns. Do you have any idea how a cap might work? 

Mr. Cader. I think there are a variety of ways that a cap could 
work. I think they are too technical to elaborate in more than a few 
seconds or minutes here. I think we would all he glad to come help 
out with that. I think there are ways that either approach could 
work. I think the industry and you all have dealt with more com- 
plicated mathematical propositions than this one. I don’t think that 
it would he hard. 

Mr. Towns. Section 31 fees are leveled across all securities prod- 
ucts. Why should options he singled out for special treatment? 

Mr. Brodsky. I am asking for relief not on all option trades hut 
only on option trades where there is an economically equivalent 
product trading on futures exchanges in the United States, because 
we have a jurisdictional disparity in this country which, as I said 
earlier, this committee is fully aware of in terms of the Shad-John- 
son Accord, where you have an S&P option trading on the Chicago 
Mercantile Exchange, where there is no tax because it is a futures 
product; and yet we have an S&P 500 option trading on the CBOE 
and there is a full tax because it is a securities product. 

And I don’t think that this committee would feel very happy 
about the fact that people would choose to use a futures product 
because there is no tax and not a securities product because there 
is one. And I don’t think that this was ever envisioned, and as we 
have studied the issue and talked to customers, they are, as all 
customers are in the world we live in today, very price sensitive. 
They say. Why should we pay a tax? 

I was President of the Chicago Mercantile Exchange almost 13 
years, and the futures exchanges have been strong and successful 
in not having any transaction tax on any of their trades. The secu- 
rities industry is saying that we want the SEC funded, and funded 
fully, and we want to work with the committee. You have another 
industry that is trading, in this case, similar products and they 
say. We don’t want any funding for our agency, let it come out of 
the General Treasury. We need to plead for this committee to un- 
derstand that only a small amount of our products are subject to 
tax which are competitive with another industry in our same city. 
And we need help from this committee. 

Now, I will tell you as a percentage of our total business, it is 
a relatively small percent of our total business, less than 25 per- 
cent of our business. But yet it is brought home to us every single 
day that there are these competitive disparities that, by the way, 
in the past and maybe even now — because the Agriculture Commit- 
tee is looking at the Share Johnson Accord that can create jurisdic- 
tional battles between this committee and the Agriculture Commit- 
tee. If we can’t seek help from this committee, there is no place we 
can come. 

Mr. Oxley. The Chair recognizes the gentleman from Staten Is- 
land, an aforementioned sponsor of one of the bills dealing with 
section 31 fees. 

Mr. FosSELLA. Thank you, Mr. Chairman. I want to really com- 
pliment you for advancing this issue once again. You made a com- 
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mitment to all of us that you would hold this hearing as soon as 
possible after H.R. 10 was passed, and I want to thank you because 
I think we need to maintain what this hearing is all about and 
what our focus should be. Clearly, what I think we need to do is 
understand that we want to return section 31 fees to what they 
were originally intended to do. 

The witnesses all testified that they fully recognize the impor- 
tance of the SEC in maintaining the integrity of our financial mar- 
kets. Clearly I share, and I think every member of this committee 
shares, that view. 

We also need to understand what this fee, euphemistically, really 
is; and that is, a tax or drain on capital. If you own a mutual fund 
or stock or are involved in a pension plan, you are affected by this 
tax. And the question now becomes what do we do? 

Some of the witnesses went into elaborate detail as to the history 
of the SEC fee and how we got to this point. But my view is very 
simple. To do what is logical, to do what is right, to adequately 
fund the SEC, and then what is left over send back to investors, 
send back to the people who are paying that fee right now. 

I have a question for Mr. Brodsky. You are obviously a strong 
supporter of a rate cut, and I can understand where you are com- 
ing from. The reality, I guess, up here is whether this has been 
scored and whether it is revenue neutral and whether you know 
that to be true or not. 

Mr. Brodsky. Well, if we look at the numbers that Chairman 
Oxley spoke about in his opening remarks, clearly the amount of 
money that is raised by this fee far exceeds the agency’s needs, and 
if you go back to the legislative history of this law that goes back 
to 1934, it was never intended to do anything other than the oper- 
ating expenses of the SEC on an annual basis. I don’t know if you 
call it revenue neutrality. 

I think there is coverage for the SEC’s operating expenses from 
this fee, and it is really a question of how this committee will ad- 
dress itself to finding a way to scale back the amount raised and 
yet be sure that the SEC’s operating expenses are covered. 

Mr. Eossella. I guess the general thing we need to find out is 
whether this complies with the budget rules in the pay-go provi- 
sions. Let me be clear, I share the view of everybody. I have a bill, 
a cap on the fee, and there is another bill introduced by my good 
colleague, Rick Lazio, and Congressman Towns. At the end of the 
day, we need to cut bait and do what is right, whether it is the rate 
cut or the cap. I think we have talked about that a number of 
times. 

I have a question, I guess, that Chairman Levitt of the SEC, who 
is going to be integral to this process, has testified before the Sen- 
ate and before this committee that he would prefer a cap on the 
fee. I am curious, Mr. Kearney, what is your view on Mr. Levitt’s 
testimony? 

Mr. Kearney. I wasn’t allowed in the meetings when he was 
making his decision, but there is a proposal that the SEC has 
signed in March 1999 that gives some relief. However, it doesn’t 
look like it is going to get implemented this year because of some 
regulatory problems, which is the riskless principle which will give 
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the industry an $8 to $10 million relief. Maybe that is some of the 
logic that Mr. Levitt was using. 

I think his fears are that the volumes in this market are very 
unpredictable. If volumes should decrease, and we have seen that — 
I have seen it get really bad, and volumes do go away — if that 
should happen, would the SEC be underfunded? And I think one 
of the things he used in his testimony was the 1994 — when the 
SEC had to go to Congress and ask for additional funding, if I re- 
call. I think he is just being prudent in saying there is a possibility 
that revenues — that transaction revenues could decrease and the 
Commission could be underfunded, and the Commission might 
have to increase their budgets due to the Internet phenomenon, et 
cetera. 

So we have to make sure that we do collect enough to run the 
Commission. And I think that is his logic, and that would be mine 
if I was in his chair. Maybe it is a compromise: a rate reduction, 
and once you hit that number, it is capped. There probably is going 
to have to have to be a compromise somewhere. 

Mr. Fossella. Anybody else have any thoughts? Mr. Nelson. 

Mr. Nelson. No. 

Mr. Fossella. Thank you, Mr. Chairman, for bringing attention 
to this matter. Like so many fees out there which have over- 
extended their original purpose, now it has become an avalanche 
of money into the General Treasury. We have to maintain the trust 
of the American people and indicate that a user fee is just that, 
and not become just an unnecessary — or a tax to spend as folks see 
fit. Thank you. 

I want to compliment my colleague from New Jersey, Bob 
Menendez, who has helped me advance this issue as well. 

Mr. Oxley. I thank you for your attention to this issue. 

The Chair now recognizes the gentleman from Minnesota, Mr. 
Luther. 

Mr. Luther. Thank you, Mr. Chairman. I certainly want to 
thank all of the panelists, and particularly I want to make note of 
the fact that Mr. Kearney is from Minneapolis, Minnesota and with 
an outstanding firm there, a very well-respected firm, and I cer- 
tainly appreciate him being here. 

Mr. Kearney. Thank you. 

Mr. Luther. I think you have done a fine job of covering the sub- 
ject on the rate cap and this principal trade issue that you dealt 
with. And you have touched on this area and ,Mr. Brodsky, I think 
you have done a good job of mentioning the notion that there are 
sometimes equivalent products, one is covered and one isn’t. 

I think as we look at this issue, anything any of you can do to 
help us understand where there is a current unfairness in the cur- 
rent system, that is where there is substantially equivalent prod- 
ucts, one is covered and one isn’t, or maybe where there are some 
proposals which structure the transactions in such a way that they 
are covered by some places, not covered by other places, anywhere 
where there is unfairness in the current system, I think that would 
be very, very helpful to us as we look at this issue. 

If you want to comment on that or if you want to supplement 
anything that is in your experience with any other instances along 
those lines, I think that would be very helpful to us. Obviously 



32 


there might be some public policy reasons for treating them dif- 
ferently. I think most of us would agree if we are going to have 
good, fair, free and open markets, that we would not want to have 
arbitrary differences applying to the same equivalent products or 
transactions. 

So anything that you want to comment on or anything you can 
supplement on that issue of fairness among transactions or prod- 
ucts, I think would be very helpful. 

Mr. Brodsky. I appreciate your comment. I think I would ask if 
we could work with the staff and give them all of the examples and 
information that would be appropriate for the committee to have so 
you can see it in black and white. 

Mr. Kearney. The only comment that I would make is as it re- 
lates to the professional who is creating the liquidity that is needed 
to maintain the markets, and that is the specialist and the 
NASDAQ trader. That is the probably the person who is impacted 
the greatest with this rule because of the way that we commit our 
capital. And then to reliquefy as a trader, you don’t want to hang 
on to positions. That is where the big effect is being felt, at the 
trading desks, both at the specialist level and at the NASDAQ 
level. 

Mr. Nelson. I think it is useful to just think about it a little bit. 
The problem is that this is a moving target. One of the things that 
you are seeing going on right now in my industry, in the market- 
making industry, is that there are efforts, rules being proposed, 
committees forming to talk about different ways, that when you 
sum it all up will be a way of avoiding this tax. A lot of those 
moves have to do with transforming the NASDAQ market into 
something, an agency market rather than a principal market. If it 
is an agency market, then the professionals who do the trans- 
actions are not involved in the tax. 

The problem with all of that is that I don’t think that when Con- 
gress put this fee in place, they intended to transform the market 
into something other than what it was. They thought that the mar- 
ket was going to stay the way that it was. I think if we are just 
talking about the amount necessary to fund the SEC, that is what 
would happen. People would pay this little bit and that would be 
that. 

When it gets to be an enormous amount where it begins to affect 
your profitability, people begin to look for ways to change their 
business and accommodate this problem. That is the kind of change 
that I don’t think it is in anybody’s best interest to make willy 
nilly. That is something that people should think about. This is a 
market that has done a lot for the economy, and a lot of the prob- 
lems we are currently seeing in terms of volatility, that was just 
unheard of a little while ago, are related to this problem of trying 
to shift away from principal trades and agency trades and avoid 
this tax and other issues that have come up in a similar way. 

That is what is going on. And so I think we can talk about what 
is happening now today and what people perceive as unfair, but 
you have to understand that is going to change, and in 6 months 
or a year there will be a new landscape out there and it might not 
be the kind of landscape that you might like. 
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Mr. Cader. I think from our perspective that really the greatest 
economic impact and the greatest fairness on public policy implica- 
tions simply has to do with the outsized amount of money that is 
collected. I think there are, from time to time, fairness issues be- 
tween markets, NASDAQ and New York Stock Exchange, Chicago 
Board Options Exchange, and those are worth paying attention to. 
But I think from our perspective they are somewhat dwarfed by 
the $1.8 billion next to the $320 million. So I think as the markets 
continue to evolve in ways that we sometimes influence and some- 
times don’t and often can’t predict, have a way of accommodating 
themselves through whatever fee structure is imposed, the less on- 
erous that structure is, the less the markets will be faced with 
doing what Steve has just talked about and responding to tax and 
fee policy rather than competitive issues. 

Mr. Oxley. The Chair now recognizes the gentleman from Long 
Island, Mr. Lazio. 

Mr. Lazio. I want to thank the panel for their testimony and 
their efforts to try to find consensus, which I don’t need to under- 
state to this group, I think. It is in the end a question of fairness, 
I think. If you distill it down to its most basic level, where you 
have the SEC operating at a cost to the public at about $324 mil- 
lion and you have collections through the section 31 fees 5 times 
that amount, and growing as volume increases, you obviously have 
a huge discrepancy. 

My first question is. Why should an average investor care? It is 
broadly true that Americans no longer save their money in mat- 
tresses. They are less likely to keep their savings in banks. And 
they are increasingly planning for their retirement through 401(k)s 
and other pension vehicles. Almost half of all Americans have some 
equity stake through mutual funds by virtue of a direct equity bond 
investment. 

Let me ask Mr. Cader first, it doesn’t amount to so much per 
small investor, does it? Why should it matter to an average Amer- 
ican? 

Mr. Cader. I wouldn’t stand here and argue that the extra $1- 
$2 billion, a portion of which comes out of investors’ pockets, is 
going to have a significant impact on their economic behavior. 
Given the capitalizations of the equity markets and the size of 
trading, I wouldn’t put forth the proposition that the difference of 
a billion dollars or so means people will buy stocks or not buy 
stocks. 

However, it is important. No. 1, for a fairness reason; because as 
someone said, a billion dollars here and a billion dollars there, be- 
fore you know it, it is economically significant. 

Going back to the points that I raised during my testimony, that 
portion of the section 31 fee which falls specifically on the market 
makers, the specialists and liquidity providers, offers the possibility 
for an unpredictable and insidious and significant impact, although 
an indirect one on investors, the users of the markets, in the event 
that conditions are not as friendly as they are today. And by the 
way, the environment, the business environment for liquidity pro- 
viders continues to get more competitive and margins go down for 
good reasons. Those reasons are competition, technology, and the 
ongoing benefits that are provided to consumers because of that. 
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Mr. Lazio. Let me get to this point which is this liquidity issue. 
Mr. Brodsky had raised it in his testimony and you raise it now. 
Can you explain how the fees impact on the ability of specialists, 
market makers, to provide more liquidity and why that is impor- 
tant to the individual investor that there be this type of liquidity 
so that the market operates efficiently? 

Mr. Cader. It is important because what markets consist of sim- 
ply are investors who wish to buy and sell, looking for an investor 
with exactly the opposite opinion at the same time. A buyer for 
every seller. And markets exist and the need for liquidity providers 
exists because investors don’t show up at the same time, at the 
same price, with the same quantity of shares. So the liquidity pro- 
viders, which is the fancy word for the buyers — the ever-present as- 
signed obligated risk-taking buyers and sellers in all of the market- 
places, use their money, their capital, to take the other side of in- 
vestors’ trades, hundreds of thousands, millions of times a day. So 
capital that is taken from the hands of the liquidity providers is 
then not available to use to satisfy investor needs in the market- 
place every day. 

And to the extent that market conditions are more or less friend- 
ly, and friendly meaning a market in which — that is not going up 
or down too much — which indicates that supply and demand to a 
certain extent balance out, as opposed to markets that are moving 
sharply which indicates an imbalance — the more sharply the mar- 
kets are moving around, the more the investors with their actions 
are stating that there is not sufficient liquidity and requiring the 
assigned obligated risk-takers, the market makers, to step in and 
buy and sell with their money to take the other side of investors’ 
trades. 

Mr. Lazio. Let me distill this. The more thinly the market is 
traded, the less liquidity there is, the more volatility there is poten- 
tially in price; which, am I correct in assuming that the smaller in- 
vestors are probably more likely to be adversely affected in a situa- 
tion like that as opposed to the more sophisticated players that are 
more attuned to what is going on? 

Mr. Cader. Smaller investors generally have fewer choices how 
to mitigate or deal with volatility. 

Mr. Lazio. This is not only a tax on capital, it is passed on to 
individual and institutional investors, and it increases the trans- 
actional costs when technology is lowering transactional costs and 
Americans are more and more likely to be investing in markets. 
But it also potentially adversely affects small investors because of 
this volatility. 

Mr. Cader. That is correct. And it happens in an indirect way, 
which is why it is a little hard to explain. The money is not being 
taken out of the smaller investors’ pocket, but it is being taken out 
of a system which is designed to benefit the small investor at the 
very place where it can be most needed to serve the small investor 
under stressful market conditions. 

Mr. Lazio. One last question, and I want to pay honor to my col- 
league, Mr. Fossella, for his work on this issue as well. But for 
some arcane budgetary rules, is there any market reason why a 
rate reduction is not a more efficient, more predictable, and fairer 
way to go than a cap? 
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Mr. Cader. As I think I mentioned before, what is — I think what 
is most important to us is that we find a way to some relief, and 
since I am unfamiliar with the budgetary process and the process 
here 

Mr. Lazio. Forget about the budgetary. That may end up dictat- 
ing results, but just in terms from the market standpoint. 

Mr. Cader. I don’t think see where it matters. I can draw on a 
piece of paper a solution either way, or a hybrid solution that 
would involve a reduction and then a cap. I honestly couldn’t see 
why one is more or less workable than the other. 

Mr. Brodsky. All of us are looking for relief and it really be- 
comes a question of how it can be administered and if there is a 
way where a cap can work, that is fine. I think that from my per- 
spective, about half our business is done through the liquidity pro- 
viders. 

Again, I echo Mr. Cader’s comments that we have many small in- 
vestors, and if you make it more expensive for the liquidity provid- 
ers, it impedes their liquidity for the small investor. I just wonder 
whether a cap can be — for the benefit of the public investor — can 
be applied in a fair and even way as opposed to liquidity providers. 
Because a cap liquidity provider, they are in the market all of the 
time. But if I am an investor that trades at the beginning of the 
year, and not at the end, I probably don’t benefit in terms of the 
specific fees. 

But I think all of us are saying we really appreciate what you 
are doing. How it gets done is not as important, as we all believe 
5 times the agency’s funding makes no sense and it is fundamen- 
tally unfair. So if the committee in its wisdom says we would rath- 
er do it one way than the other, we are as willing to figure that 
out administratively. But there are administrative dynamics that 
come into play. 

Mr. Lazio. Thank you. 

Mr. Oxley. I thank the gentleman for his leadership. The Chair 
now recognizes the gentleman from Illinois, Mr. Rush. 

Mr. Rush. Thank you, Mr. Chairman. Mr. Chairman, I want to 
commend you for chairing this very important hearing. I want to 
also welcome Bill Brodsky from the Chicago Board Options Ex- 
change to this hearing and it is good to have him here. The Chi- 
cago Board Options Exchange is an integral part of not only the 
Nation but the city of Chicago and we want to do all that we can 
to ensure that it is a healthy exchange and we want to make sure 
that the section 31 fee issue is resolved amicably among all of the 
different parties. 

I have a question for Mr. Brodsky. It has been suggested that the 
excess fees are back-door taxes which place U.S. Securities markets 
at a competitive disadvantage. Do you have projections of the im- 
pacts on the securities market if we as Members of Congress do not 
act to resolve the section 31 fee issue? 

Mr. Brodsky. Well, thank you for your warm welcome and it is 
good to see you. Congressman. 

The markets that we are all living in right now are changing 
more rapidly in the current era than they have in many years, and 
I too have been in the business over 30 years. There are exchanges 
outside the U.S. That are banging on the doors to try to bring ter- 
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minals into the U.S. And trade products. How that impacts on our 
competitiveness is very much a concern of ours. 

What we want to do is maintain the strong regulation that we 
have in this country and make sure that it is paid for, but be mind- 
ful of the fact that if we charge more for that than necessary, it 
can limit our competitiveness. I think that is something that this 
committee, in its oversight of the securities markets, should be con- 
cerned about, whether it is section 31 fees or anything else. 

Right now, the largest derivative exchange in the world is no 
longer in the U.S., it is in Germany and Switzerland, and it is all 
screen based, and the biggest products that they trade are equity 
derivative products. If they try to offer products similar to ours 
without these kinds of fees, that is a great concern to us. To the 
extent that they offer them as securities exchanges in the U.S., 
they would be subject to our fees, but right now they are not reg- 
istered as securities exchanges in the U.S. 

Mr. Rush. Mr. Nelson, would you respond to my question also? 

Mr. Nelson. We have an office in London. We trade 500 Euro- 
pean stocks. Those stocks are not subject to these fees. They are 
traded on EASDAQ, they are traded on the Deutsche Borse, and 
the London Stock Exchange. Some of those stocks are also traded 
as NASDAQ stocks here in the United States and some of them as 
listed stocks. 

I can tell you that customers who have the opportunity to buy 
those stocks over in Europe usually do. They are cheaper typically 
to do that. I don’t know whether that trend will continue. I think 
to give a complete picture, their securities markets are not nearly 
as well developed or technologically advanced. It is much more dif- 
ficult to do business in Europe, I can tell you that firsthand. A lot 
of things will have to change before we would really believe that 
those markets would outdo what we do here in the United States. 
But certainly there is that opportunity and they are very aware of 
it over there. They really want to develop their markets in a way 
that will be competitive. This will be a problem, I think, as time 
goes on. 

Mr. Rush. Currently there are two legislative proposals, two bills 
before this committee and before the Congress. 

Is there any way that any of you would suggest that we improve 
upon those bills or are those bills — if the Congress in its wisdom 
passes one over the other, would that be satisfactory? Or can we 
improve either of those bills? 

Mr. Kearney. My own insight, I think that from the perspective 
of a cap, I think that speaking to the regulators and to other peo- 
ple, Chairman Levitt, et cetera, I think that is probably going to 
be the easiest, something in the form of a cap is going to be the 
easiest bill to pass. If you don’t put that in, I think the regulators 
might put a major objection to anything that we are trying to 
change. That is probably what is leading the STA to lean toward 
some form of capping it, because the chairman of the Commission 
has basically said more than once that he is in favor of some type 
of relief, but it has to have some form of a cap in it. So for simplis- 
tic reasons, we would be in favor of something along those lines. 
We will take anything, but I think that is the logical process. You 
tend to go where you are being directed. 
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Mr. Rush. Mr. Cader? 

Mr. Cader. As I said before, I really believe, mechanically, either 
approach is workable. The greater the size of reduction, the greater 
the amount of money released back into capital markets to serve 
investors, the happier we will be and the better off the public will 
be. I think it is up to you all, with as much help as we can give 
you, to craft the most workable option. 

Mr. Rush. Mr. Brodsky, would you describe the role of options 
in the overall picture of securities markets and how these section 
31 fees impact on capitalization, market capitalization? 

Mr. Brodsky. First of all, I think the question is an appropriate 
one, except that there is a time constraint. But I would say to you 
that the listed option business as it exists today was created in 
Chicago in 1973 and there are now 55 exchanges which have copied 
the CBOE model. The option market is integral to the securities 
business. It has provided risk-shifting abilities, both for individual 
investors and market makers so they can provide more liquidity to 
the markets. It gives investors, both small investors and very large 
investors, both individuals and institutions, a way to manage their 
risk that never before existed, and I think it has thrived because 
the regulation in the U.S. Has been so effective and there has been 
fairness to public investors. So it adds a lot of liquidity to the mar- 
kets. 

My friend Dick Grasso at the New York Stock Exchange will al- 
ways tell me that the Chicago Board Options Exchange send the 
NYSE more business a day than any other entity because our mar- 
ket makers are liquidity providers. When they deal in options for 
small public customers, we will hedge on the New York Stock Ex- 
change or in the NASDAQ market in enormous quantities. So we 
have added liquidity to the system and everyone benefits. 

I think particularly at a time like this where we have 5 years 
of unprecedented growth in equity markets, option markets provide 
customers of all types, individuals, institutions, large and small, 
with the ability to basically buy insurance on their stocks. So when 
you have a stock that has gone up 5 times, you don’t want to sell 
it, you want to keep it, an option contract can give you the way of 
buying insurance on your stock the same way you buy insurance 
on your house or car, and I think in that respect options have 
added a tremendous amount to the vibrancy and integrity of the 
U.S. Markets. 

Mr. Oxley. The gentleman’s time has expired. The Chair now 
recognizes another gentleman from Illinois, Mr. Shimkus. 

Mr. Shimkus. Thank you, Mr. Chairman. I also want to extend 
my welcome to Mr. Brodsky, and I don’t think that Illinois takes 
a second seat in financial services to any New York facility. All of 
these New Yorkers are on this bill but we have great boards of 
trades and options and the Mercantile and so we are proud to have 
you here. I think you hear commonality on the need to get the fees 
in line with the exact expenses. Look, all the New Yorkers are leav- 
ing now. 

And I am a proponent of budget simplification. I do think that 
it is a tax imposed upon the consumers if there is additional money 
over the identified costs of the services in which the fee was in 
place to begin with. So I think there is pretty much unanimity. I 
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think the question debated here is caps versus deceleration of fees 
and how that would have happened, and I do feel that it will ad- 
versely affect the international competition if these fees remain in 
place. If they are fees in excess of the fees needed to fund the Com- 
mission, then I think it will adversely effect us. 

Mr. Brodsky, in your statement you talk about — for the sake of 
argument, what kind of acceleration of the reduction fees would 
you recommend? What is the disadvantage of having the cap in 
place? 

Mr. Brodsky. First of all, in terms of acceleration, I think the 
whole panel is in agreement that we seek relief as soon as possible. 
We know how difficult it is to get consensus on these things. But 
the sheer numbers indicate that there is money that could b^e used 
elsewhere to add to the capital markets, and I think that again I 
will share the views of those on the panel. We are looking for relief 
and looking for relief promptly, but we don’t want to jeopardize the 
funding of the agency, and we would rather find some way to sit 
down — whatever the committee thinks it can get done, we would 
like it to get done. 

Mr. Shimkus. You are being very gallant and political in terms 
of not wanting to stir up the chairman based upon his proposal, 
and I understand that. 

The question that we have to address — and if you want to do 
that with staff as we deal with this — I think members are going 
to want to know why you prefer one or the other and what would 
be the benefits and disadvantages of each. But I guess I will just 
defer to the chairman as we move forward, if that is something 
that we want to do, to try to get a delineation between staff. But 
either you have a lot of agreement that there is an excess of 
charges being collected, that it ought to be in line with what the 
actual costs are, so what is the proper way to go about it for the 
industry; and you all as panelists should say. We don’t like the cap, 
this is why. Or, We want immediate changing of the fee structure 
now; and then who, what, when, where, why and how? 

I am going to have to go to the floor to preside as Chair, and I 
yield back the balance of my time, or if anyone wants to answer. 
If we want to get into which one is better, I will leave that up to 
the chairman’s discretion. 

Mr. Oxley. I think we have had a pretty good discussion on that. 
That is something that we need to work with the appropriate par- 
ties and staff on that, which will clearly be part of the work prod- 
uct of our worthy staff during the August recess while the members 
are back at the county fairs. 

Mr. Brodsky. Mr. Chairman, while Mr. Shimkus is still here, I 
appreciate your comments about Illinois, but I must say something. 
I was born in Brooklyn and I grew up on Long Island, and with 
Mr. Towns and Mr. Lazio, I had to say that. 

Mr. Oxley. The gentleman’s time has more than expired. 

Mr. Lazio. Easy, easy. 

Mr. Rush. We don’t hold that against him, Mr. Chairman. 

Mr. Oxley. The gentlewoman from Colorado, Ms. DeGette. 

Ms. DeGette. I guess I would like to have Mr. Brodsky answer 
Mr. Shimkus’s question. We can all pussyfoot around here and talk 
to staff during the recess. We have no county fairs in my district 
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in August. Tell us why you don’t favor the caps and what you 
would prefer to see. 

Mr. Brodsky. In my prepared remarks, I favored the general re- 
duction over the cap because I am not aware of how we could ad- 
minister the cap as it relates to smaller investors. The cap, I think, 
would work well with the professionals who are trading all of the 
time, so when you reach X amount, you know that you don’t pay 
any more. But investors don’t trade on some sort of particular 
schedule. They do things because it either moves them or because 
it is in their economic benefit to do so. I am not ruling it out as 
being a bad thing, I am just not aware of how people would admin- 
ister a cap for millions of investors who pay the fee as well. 

I can’t tell you in dollar terms how much of it is paid by the li- 
quidity providers versus the investor, and I know liquidity provid- 
ers pay a very large amount because they do provide the grease 
that oils the wheels. But clearly I as an individual investor will sell 
stock or sell options at odd times during the year; and how does 
the cap work? You are not going to administer it from millions of 
individual accounts. 

Ms. DeGette. I wonder if some of the rest of you would comment 
on that issue, how you would administer this for small investors. 

Mr. Kearney. It is probably not dissimilar to the Social Security 
tax or whatever. We have a lot of caps in this economy that, yeah, 
you participate early and you don’t participate later, and I think 
that one of the things STA is looking at is what is doable. And I 
think that the Commission is looking at some form of relief. How- 
ever, they are in fear of having to go back to Congress at a further 
date if the securities business should slow down. 

I think that some type of compromise, a rate decrease with a cap, 
is probably the most logical thing. It is not going to be fair to ev- 
erybody. A rate increase will benefit certain people. A cap will ben- 
efit certain people more or less. I don’t think that you can reach 
a compromise that is going to be fair to every investor and the li- 
quidity providers and everybody involved in this. 

The reason that we teed this up was because of the amount of 
dollars that are being collected by the government. So maybe the 
consensus is you do a rate decrease. You have a cap just in case 
the thing starts to decrease to where the SEC is uncomfortable, 
and that is probably something that the chairman would go along 
with — Chairman Levitt. He is going to be an obstacle if we don’t — 
we have to listen to him. He has a lot of responsibility. 

Ms. DeGette. And I think one thing we have unanimous agree- 
ment on in this room is that we need to do something to establish 
a stable fee structure that adequately reflects an offset of the SEC’s 
regulatory activities. And the only question we have got is how do 
we do that. 

Mr. Brodsky, let me ask you one more question and maybe the 
others can comment. Just to play devil’s advocate, if we reduce the 
section 31 transaction fees, how can we be sure that this will not 
jeopardize SEC revenue fees over the long term, where there is sig- 
nificantly reduced market activities and the possibility of severe 
market downturns? A lot of you think that this will not be a prob- 
lem, but I would like to hear your comments on it. 
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Mr. Brodsky. I think if you look at the overall trend of volume 
in business over the last 20-30 years, the overall trend is clearly 
up. You would not necessarily have to have a cap that would go 
from here to here, but it could be scaled down over a period of 
years, and the committee meets more than once a year and they 
can keep an eye on it. 

I think there are lots of ways to do it. Again, I think it doesn’t 
have to be all done in 1 year, but we have to recognize that the 
trend has been clearly dramatically up over every 3- to 5-year pe- 
riod of time that has existed. 

Ms. DeGette. Do the rest of you have comment on that issue? 
No? I have stumped the panel. 

Mr. Nelson. The reality is that there are significant design 
issues with either approach. We recognize that. We did not come 
prepared today to talk about this issue. I didn’t. And this is some- 
thing that we would love to get into in more detail, but it is a com- 
plex issue. There are — each side — ^you have certainty on one side, 
which is what you are referring to right now: the certainty that the 
SEC will be funded, the certainty that they will not be overfunded 
against a potentially greater relief through a rate reduction. 

It is a very difficult design issue and it is something that really 
needs to be explored in a lot of depth. We would love to get into 
that. We came here today to talk about the issue of funding. That 
was our mandate and that is what we came prepared to talk about. 

Ms. DeGette. Whatever we end up coming up with, Mr. Chair- 
man, if we can try to design it as well as we can to be accurate 
and to minimize future congressional involvement. I know this 
would be a goal shared by all members of this panel. I yield back 
the balance of my time. 

Mr. Oxley. That is exactly what we would try to achieve. This 
is going to take some heavy lifting, but once that is completed, we 
would hope that we could put it on automatic pilot and go on to 
other project. 

We thank all of you for what was a most impressive testimony 
and response to questions. I think we have teed up the issues very, 
very effectively. And now we will start the hard work of putting to- 
gether some ideas as to how we best move forward. We look for- 
ward to working with all of you toward the same goal. The sub- 
committee stands adjourned. 

[Whereupon, at 12 noon, the subcommittee was adjourned.] 

[Additional material submitted for the record follows:] 

Prepared Statement of the Securities and Exchange Commission 

Thank you for giving the Securities and Exchange Commission (SEC or Commis- 
sion) the opportunity to present this statement concerning securities transaction 
fees. The SEC shares the Subcommittee’s concern that fee collections are currently 
well in excess of initial projections. The existing fee structure, last revised in 1996, 
was the product of many years of negotiations, involving many players with compet- 
ing interests. However, tremendous market growth in recent years has pushed fee 
collections far beyond the levels anticipated during those negotiations. The SEC wel- 
comes an inclusive, reasoned dialogue on fee collections. 

History of Fees 

Federal securities laws direct the Commission to collect three different types of 
fees: registration fees, transaction fees, and fees on mergers and tender offers. Secu- 
rities registration fees (Section 6(b) fees) are paid by corporations and investment 
companies when they register securities for sale. These were first enacted at a rate 
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of Vsoth of 1 percent under Section 6(b) of the Securities Act of 1933. Starting in 
1990, the Section 6(b) fee rate was increased yearly through the appropriations proc- 
ess. The first Vsoth of 1 percent goes directly to the U.S. Treasury and is unavail- 
able for funding the SEC. The amount over the Vfeoth of 1 percent (called offsetting 
collections) can be used to fund the agency through appropriations. 

Transaction fees (Section 31 fees) are paid when securities are sold. These were 
enacted at a rate of Vsooth of 1 percent on exchange-listed securities under Section 
31 of the Securities Exchange Act of 1934. Proceeds from this fee are deposited di- 
rectly in the U.S. Treasury and are not available to fund the agency. 

Fees on mergers and tender offers are paid by corporations directly to the U.S. 
Treasury and also are not available to fund the agency. 

The SEC’s fee collections have been a subject of concern since 1983, when the 
Commission first began contributing more to the U.S. Treasury than was required 
to fund the agency. In 1988, the Securities Subcommittee of the Senate Committee 
on Banking, Housing, and Urban Affairs requested that the SEC examine its fee 
collections and funding structure. The report prepared by the SEC in response to 
this request was the first step in the process that eventually led to the compromise 
reached in Title IV of the National Securities Markets Improvement Act of 1996 
(NSMIA).i 

Fee Agreement in NSMIA 

Title IV of NSMIA mandates a fee structure that was the result of extensive nego- 
tiations between six different Congressional Committees, the Administration, and 
the SEC. 

In general, the NSMIA fee structure was designed to: 

• gradually reduce total fee collections; 

• “level the playing field” by extending Section 31 transaction fees, which had pre- 

viously only applied to transactions involving exchange-listed securities, to secu- 
rities subject to “last sale reporting” in the over-the-counter market; 

• gradually reduce the SEC’s reliance on fee collections, thereby increasing the 

amount of new budget authority required to fund the agency through the appro- 
priations process; and 

• provide the SEC with a stable, long-term funding structure. 

NSMIA set in motion a gradual reduction in Section 6(b) registration fee rates 
over a ten-year period intended to more closely align fee collections with the funding 
needs of the SEC. Specifically, NSMIA authorized the Commission to collect securi- 
ties registration fees at the rate of Vsoth of 1 percent of the aggregate offering price 
in fiscal year 2006, declining annually from y34th of 1 percent in 1998. In fiscal year 
2007, the rate will be further reduced to Visoth of 1 percent. In addition, NSMIA 
classified the portion of the Section 6(b) fees in excess of Vsoth of 1 percent ii.e., the 
portion declining from 1998 to 2006) as offsetting collections that can be used di- 
rectly to fund Commission operations, subject to prior approval by the Commission’s 
appropriations committees. 

NSMIA also provided equity in the application of Section 31 fees by authorizing 
the SEC to collect these fees on transactions in the over-the-counter (OTC) market 
involving securities subject to “last sale reporting.” Unlike the Section 31 fees im- 
posed on sales of exchange-listed securities, these new OTC fees are classified as 
offsetting collections and, therefore, can be used to fund Commission operations, 
subject to approval by the Commission’s appropriations committees. Under NSMIA, 
all Section 31 fees will fall to Vsooth of 1 percent in fiscal year 2007. 

Because the fees collected by the SEC are tied — directly and indirectly — to market 
activity, they are nearly impossible to predict accurately. The fee rates established 
in NSMIA were based on 1996 projections of market activity. However, the tremen- 
dous growth in the markets over the past few years has far exceeded the 1996 esti- 
mates on which NSMIA was based, resulting in fee collections well in excess of 
original estimates. Unfortunately, the potential for either excess collections or short- 
falls is inherent in activity-based fees. 

While the NSMIA fee structure has eliminated the funding uncertainties and cri- 
sis situations that surrounded the agency’s funding from the late 1980s to the mid- 
1990s, it has not reduced total collections due to unexpectedly strong market activ- 
ity. 

Budget Enforcement Act 

The rules enacted as part of the Budget Enforcement Act (BEA) have restricted 
efforts to undertake a comprehensive fee reduction. The BEA splits our fee collec- 


^ Report submitted in response to the request of the Securities Subcommittee of the Senate 
Committee on Banking, Housing and Urban Affairs (S. Rpt. 100-105), December 20, 1988. 
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tions into two different categories: mandatoiw and discretionary. Under the BEA, 
any fees in existence prior to 1990 are deemed mandatory and are deposited directly 
into the General Fund of the U.S. Treasury; they are unavailable for SEC use. The 
SEC’s fees that fall into this category are: 

• the first Vsoth of 1 percent of Section 6(b) registration fees; 

• Section 31 fees on transactions involving exmange-listed securities; and 

• fees on mergers and tender offers. 

These fees, which account for nearly 70 percent of total SEC collections, are esti- 
mated by the Congressional Budget Office (CBO) to exceed $1.1 billion in fiscal year 
2000. Because these collections currently are protected by the BEA rules, they can- 
not be reduced without a corresponding increase in revenues or decrease in federal 
spending elsewhere. According to CBO’s estimates, to fully repeal these fees, other 
collections flowing to the Treasury’s General Fund would have to increase by $9.6 
billion over the next seven years, or spending from the General Fund would have 
to be reduced by the same amount. 

The remaining 30 percent of SEC collections are unaffected by the requirements 
of the BEA. These “discretionary” fees, available for use by our appropriators under 
NSMIA, are the fees previously identified as our offsetting collections. Specifically, 
they are: 

• Section 6(b) registration fees collected above Vsoth of 1 percent; and 

• Section 31 fees on transactions in securities subject to “last sale reporting” in the 

over-the-counter market. 

The following chart shows the current CBO estimates of total fee collections bro- 
ken down between mandatory and discretionary under the BEA. 

($ in millions) 


Fiscal Year 


Mandatory 


Discre- Total 
tionary Collections 


2000 $ 1,155 $501 $ 1,656 

2001 $ 1,206 $498 $ 1,704 

2002 $ 1,260 $503 $ 1,763 

2003 . $ 1,314 $516 $ 1,830 

2004 . $ 1,422 $508 $ 1,930 

2005 . $ 1,544 $552 $ 2,096 

2006 . $ 1,675 $601 $ 2,276 

2007 $783 $285 $ 1,068 


As the chart illustrates, total fee collections are projected to increase through fis- 
cal year 2006, and then fall sharply in 2007 when the final NSMIA fee reductions 
go into effect. 

Fee Reductions 

The Commission recognizes the magnitude of this issue, and has tried to reduce 
fees, where possible, when it is within its authority to do so. The Commission has 
taken two specific actions to reduce fees and administrative burdens. In 1996, fees 
for filing certain disclosure documents were eliminated, saving public companies an 
estimated $8 to $12 million per year. While this is a small amount relative to the 
size of the industry, it is significant in reducing the administrative burden on reg- 
istrants, as well as the SEC. In addition, the Commission responded to industry con- 
cerns that there was a double counting of transactions in the over-the-counter mar- 
ket imposing an unfair burden on certain market participants. The Commission en- 
couraged and actively supported changes in industry practices to eliminate this 
problem and approved NASD rule proposals to implement this change in March 
1999. 

Conclusion 

Today, we are faced with fee collections well above the levels anticipated in 
NSMIA. As stated earlier, CBO’s estimates for fiscal year 2000 fee collections are 
$1.66 billion. Not only is that amount far greater than our funding requirements 
for fiscal year 2000, but 70 percent of that figure is unavailable to fund the agency 
because of the restrictions imposed by the BEA rules. 

However, we are still faced with many of the same issues that required years of 
Congressional negotiation and that resulted in the compromise embodied in NSMIA. 
Any alternative funding mechanism must: 

• provide full funding for the SEC; 

• spread the costs of regulation among those who benefit; 

• consider the effect of market conditions on collections; and 
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• address the competing interests of all parties. 

The SEC welcomes the opportunity to discuss this issue and appreciates the help 
and support of all the interested parties in ensuring that the SEC remains ade- 
quately funded regardless of the funding approach taken. 



